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GUEST EDITORIAL 


An address by Secretary Morgenthau on the 
Seventh War Loan drive—The Mighty 7th— 
is our guest editorial for the month. 


Harris & Ewing 


WE HAVE HAD our period of exulta- 
tion over the great victory in Europe. 
Now it is time for us to get back to serious 
business—to the business of taming and civ- 
ilizing the Japanese in the East and to the 
business of helping to rebuild civilization in 
the West. 


The job will be done. It will be done, 
with the aid of our Allies, by the men in 
ships and planes who have already driven 
the Japanese Navy to cover in its home 
waters. It will be done by the men who 
returned, as General MacArthur promised 
they would, to the Philippines, by the men 
who are now crouched in foxholes on Oki- 
nawa. It will be done by the men who 
are already beginning to move from their 
victory in Europe to a new victory on the 
other side of the globe. 

We at home have an essential part in this. 
Our job is to give these men such superior- 
ity over the enemy in equipment that they 
can do their fighting with the lowest possible 


cost in casualties. That is the policy w 
have followed from the beginning of the 
war and shall follow to the end. Our aim 
always is to exchange equipment for casu- 
alties—that is, money for lives. The mone 
must come from us. We need have no doub' 
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at all that the men on the firing lines will 


use it well. We need have no fear that the 
will fail us. And they must have no fear 
that we will fail them. 


The bulk of our productive resource 
must continue to be devoted to war and t 
binding up the wounds of war. Many peace: 
time goods—the luxuries and pleasures we 
would like to enjoy—will be in extremel) 
short supply for a long while to come. The 
fruits of peace are not yet ripe for us to pluck 


Victory in Europe is all too likely to bring 
with it a temptation to start spending mone} 
freely. That temptation must be sternly re 
sisted if we are to avert inflation. Th 
danger is now greater than it has ever bee 
before. It can be overcome only if all o 
us practice self-restraint—only if all of us 
resolve to get along for the present withou! 
unnecessary enjoyments and _ satisfactions 
Before you spend money for anything, ask 
yourself if you really need it. 
find that you can get along without it, take 
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And if youl 


the money you would have spent and inves} 


it in war bonds for the future. You wil 
serve yourself and your fellow-American: 
when you do this. 


We who stayed at home in this war have 
been in the position of trustees. We musi 
turn over to the men who come back from 
the fight for freedom a healthy economy it 
which they can find homes and jobs and ¢ 
fair chance to prosper. We must kee; 
America sound, as they have kept it safe 
Let us make the Seventh War Loan driveé 
iresh demonstration to them of our unit 
and our unwavering support. 


—Henry Morgenthau, Jr. 
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Che Crial of the G: 


By HUGH C. BICKFORD 


The author likes the title “All Mimsy Were the Borogoves”, but since our tax 
cases are not supposed to come before kings and queens or before juries of fantasy, 
we leave the analogies to the reader. 


6 mon UNFORTUNATE DECISION of 
the Supreme Court in Dobson v. Com- 
missioner, decided December 20, 1943, raised 
questions of far greater import than the 
mere tax question involved, questions which 
continue to throw into confusion the whole 
field of law covering appellate review. As 
the First Circuit Court of Appeals said in 
Denholm & McKay Realty Co. v. Commis- 
stoner, 139 F. (2d) 545 [44-1 ustc 9141]: 


“Whether the Dobson case was intended 
to introduce a revolutionary limitation upon 
the scope of judicial review as previously 
understood and practised, or merely to re- 
emphasize that under the revenue act the 
decisions of the Tax Court may be reversed 
only if ‘not in accordance with law,’ is a 
question which will no doubt perplex the 
circuit courts of appeals until further light 
is shed upon the Dobson case by later deci- 
sions of the Supreme Court.” 


For a while, it seemed that the Supreme 
Court, in Security Flour Mills Company v. 
Commissioner, 321 U. S. 281 [44-1 ustc 
§ 9219], had returned to the well-established 
rule that questions of fact were not subject 
to review but that questions of law were. 
However, in McDonald v. Commissioner, 323 
U. S. 57 [44-2 ustc 79516], decided No- 
vember 20, 1944, the Court not only returns 
to the theory of the Dobson case, but goes 
beyond. Mr. Justice Frankfurter, referring 


1 320 U. S. 489 [44-1 ustc J 9108]. 
482 


to the Tax Court, says: “That court of 
necessity must be the main agency for 
nation-wide supervision of tax administra- 
tion. Whatever the statutory or practical 
limitations upon the exercises of its author- 
ity, Congress has plainly designed that 
tribunal to serve, as it were, as the ex- 
chequer court of the country.” Because 
the author has read this statement with un- 
bounded amazement, it is believed that the 
whole question of law should be examined. 
Particularly, it would seem that some his- 
torical research would not be amiss. 


There were three related cases involved 


in the Dobson case. In the Estate of James 


H. Collins, 46 BTA 765 [CCH Dec. 12,473], 
the taxpayer had owned 300 shares of bank 
stock. In 1930 he sold 100 shares at a loss 
of $41,600.80 and claimed the loss on his 
return. In 1931 he sold another 100 shares 
at a loss of $28,163.78 and claimed the loss. 
The losses thus claimed had no effect on 
tax liability because Collins had sustained 
large net losses from other sources even 
without the benefit of the particular stock 
losses in question. Some years later, in 
1937, the taxpayer sued, on grounds of 
fraud, the bank which had issued him the 
stock, and in 1939 he recovered $29,750.63, 
applicable to the stock which he had sold 
in 1930 and 1931. The taxpayer’s original 
cost of the stock was in excess of all the 
proceeds realized from the sales in 1930 and 
1931 plus the recovery in 1939. Judge Tur- 
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“The question is,” said Alice, “whether you can make words 
mean so many things.” 





ner, in his opinion for the Board, very 
clearly stated the question: 


“Therefore, it seems to us thatthe real 
question presented is whether the fact that 
the decedent sold the stock in 1930 and 1931 
and claimed deduction in his returns for 
those years, for which he realized no tax 
benefits, requires us to hold that the amount 
recovered in 1939 constitutes taxable in- 
come, even though he realized no economic 
gain.” 


In the second case, John V. Dobson v. 
Commissioner, 46 BTA 770 [CCH Dec. 
12,474], the stipulated facts were the same 
except that Dobson, as a result of the loss 
claimed in 1930, derived a “tax benefit” of 
$2,251.49, since his loss deduction was 
$32,294.96 and there was income from other 
sources of $2,251.49 against 
which to apply such loss. 


The Board in both cases 
held that under Burnet v. 
Sanford & Brooks Co., 282 
U. S. 359 [2 ustc J 636], 
a recovery of previous 
expenses was clearly in- 
come. As to capital items, 
the Board, by analogy to 
the doctrine prevailing in 
bad-debt cases, held that 
when a taxpayer claimed 
a loss of the cost of assets 
as a deduction from gross 
income, such loss, when 
applied against income, is a 
recoupment of the cost and 
leaves no “base” to absorb 
future recoveries. Thus, 
any future recovery, “in excess of the re- 
duced cost of the capital, is equivalent to gain”. 
The Board held that the former “recovery” 
of cost must have been a recovery against 
taxable income in order to be income under 
this theory. Accordingly, the Board held 
that since Collins had no taxable income in 
1930 and 1931, when the previous losses were 
taken, there was no recovery of cost out 
of income, and, accordingly, the entire base 
was available for application against future 
recoveries. As to Dobson, the Board held 
that since income in the amount of $2,251.49 
was Offset by a portion of the previous loss, 
such ‘amount only was income when col- 


lected in 1939. 


The Circuit Court of Appeals for the 
Eighth Circuit, reporting the case under the 
name of Harwick et al. v. Commissioner, 133 
F. (2d) 732 [43-1 ustc ] 9332], stated that 
there was no basis in the statute for the 
“tax benefit” doctrine enunciated by the 
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of articles. 


Hugh C. Bickford is a member 
of the District of Columbia bar, 
who, after serving in the Bureau, 
has specialized in tax practice for 
the past 20 years. 
author of Court Procedure in 
Federal Tax Cases, A History 
of the Dred Scott Case and, 
more recently, Excess Profits 
Tax Relief. In addition to these 
books, he has written a number 
At present he is a 
member of the Excess Profits j5,”. 
Tax Committee of the American 
Bar Association. 


Board. It held that under the Revenue Acts 
each annual accounting period must be 
treated separately. The sale of stock in 
1930 was one transaction which was “closed 
and completed” by the loss resulting from 
the sale. The recovery in 1939 was another 
transaction which was not a “sale or ex. 
change” but a recovery in the form of or. 
dinary profit. The Circuit Court based its 
holding upon Griffiths v. Helvering, 308 U. §. 
355 [40-1 ustc J 9123], in which the facts 
were identical except that it did not appear 
whether the previous loss had resulted in 
an actual tax benefit.’ 


On this record the case came before the 
Supreme Court and an amazing metamor- 
phosis of fact, law and issue ensued. The 
theory of the Griffiths decision was entirely 
lost in the shuffle. Sanford 
v. Brooks was briefly distin- 
guished, and the Supreme 
Court then plunged into 
an issue which, apparently, 
was not before the Board 
and the Court below. As 
was frankly stated, it “was 
a question not raised by 
either counsel as to whether 
the court is empowered to 
revise the Tax Court's 
decision as ‘not in accord- 
ance with law’ because of 
such a difference of opin- 


He is the 


10n 


We must perforce pass 
over the point that the 
Supreme Court violated 
the very rule which it 
decided, by thus considering an issue not 
raised below. It is a fact, however, that 
we have three. courts in a row deciding 
different questions in the same case. The 
Tax Court said that all the facts were stipt- 
lated and it was a question of whether the 
taxpayer (having realized less in proceeds 
than he had put into the stock as cost) 
should not have a profit simply because he hat 
claimed a’ prior loss out of which he had 
no tax benefit. The Circuit Court of Appeals 
—as a matter of law—said that the taxable 
years must stand alone, that since the tax- 
payer recovered cash in the current year 
on an item he had previously written off, 
such recovery constituted ordinary income. 
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2 Griffiths bought stock for $100,000 in 1926. 
He sold it for $7,500 in 1931 and claimed a loss, 


of $92,500. Later, on grounds of fraud, he re 
covered $100,000 from the party who sold him 
the stock by reacquiring the stock and selling 
it to a corporation controlled by the origina 
seller. 
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The Supreme Court said it was a question 
of jurisdictional power whether the Circuit 
Court could reverse because of a “difference 
of opinion”. 

Not one of the three courts gave the 
slightest consideration to what would seem 
to have been the real question involved, 
namely, whether the whole transaction 
should not have been considered as falling 
within or without the express statutory 
provisions of Section 3801 (b) (5) of the 
Internal Revenue Code, which provides ex- 
pressly for the adjustment of liability in 
prior years when a contrary position is 
adopted in a later year. If the transaction 
came within such section, then there was 
no applicable statute of limitation, nor any 
question of equity because both the old 
vears (1930 and 1931) and the later year 
(1939) could be adjusted on a proper basis. 
If the transaction was not an adjustment 
within section 3801, then the question arose 
whether there was any statutory basis for 
an avoidance of the statute of limitations 
since this was a question concerning which 
Congress had expressly legislated and had ex- 
pressly left without the ambit of its legisla- 
tion. In other words, where Congress has 
expressly provided the classes of cases in 
which the statute of limitations shall be 
ignored and prior deductions adjusted, can 
the courts add to the classes thus expressly 
provided for? 


A Question of Jurisdiction 


It is not the purpose of this article to 
analyze the substantive law of income and 
deduction involved in these cases but rather 
to discuss the effect of the procedural propo- 
sition of jurisdiction injected by the Su- 
preme Court—for that, apparently, is what 
the Court held, that the Circuit Court of 
Appeals had no jurisdiction to reverse the 
Board because of a “difference of opinion”. 


Of course, if we should broadly accept the 
Proposition as thus stated, that the Court 
was not “empowered” to reverse the Board 
because of a “difference of opinion”, then 
the decision has the effect of repealing Sub- 
chapter B of Chapter V of the Internal 
Revenue Code providing for review of Tax 
Court decisions, because there would be no 
Purpose in applying for review of any deci- 
sion of a trial court unless there was power 
te reverse, since every reversal results from 
a “difference of opinion”. Nor can we give 


immctedence to the inference which might be 
ing drawn from the opinion to the effect that, 
‘fn the one hand, the men and women who 


ston the Tax Court have passed beyond 
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the philosophical ken of human error and 
need no scrutiny, whereas, on the other 
hand, the judges of the Federal Circuit 
Courts of Appeals lack the perspicacity to 
review tax cases, although they have been 
doing so with Constitutional and legislative 
warrant since Hylton v. United States, 3 
Dallas 171, decided in 1796. Surely, in this 
democracy, based upon the fundamental 
philosophy of John Locke that every magis- 
trate is strictly accountable to the limita- 
tions of his legal authority, there is no room 
for the ancient Greek philosophy that there 
is an aristocracy of ability within the admin- 
istrative tribunal. In any event, our atten- 
tion will be directed to the only question 
properly presented: Did the statutes em- 
power the Circuit Court of Appeals to hear 
the question presented and reverse the Board? 


“Historical” Review 


After setting forth a brief historical re- 
view, the Supreme Court states that the 
provisions of Section 1003 giving the Cir- 
cuit Courts of Appeals the right to reverse 
‘Sf the decision of the Board is not in ac- 
cordance with the law” is a “limitation” on 
the power of the courts. The author, at 
least, read this “historical” review with some 
amazement. Sixteen years ago, when re- 
view of Board decisions was first provided 
for, the author wrote the first textbook on 
the subject, Court Procedure in Federal Tax 
Cases (Prentice-Hall, Inc., 1928, Revised 
Edition, 1930, New York), and in the course 
of that work studied with some care the entire 
administrative and legislative history of tax 
procedure. In so doing, some 5,000 cases were 
briefed and over 1,000 cases were actually 
cited. Later, when appellate review of Board 
cases had become established, and when writ 
of error was abolished as a mode of appeal, a 
revised edition called for a thorough study of 
all the early cases thereon, and later editorial 
work has kept this research current. This 
personal work is cited for the sole reason 
that it is believed that when a lawyer is 
disposed to disagree with the Supreme Court, 
he should present some qualification for 
doing so. And I do respectfully disagree 
with the Dobson decision; I believe that its 
historical premise is in error; that it destroys 
the effectiveness of a judicial system which 
for twenty years has worked with marked 
success; and finally, that, if it should be 
enforced to the extent of preventing com- 
prehensive review of Tax Court decisions, 
it will endanger the very existence of the 
Tax Court itself. 


To begin with, the Tax Court was not in- 
tended to replace the courts as a final ad- 
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ministrative arbiter of tax disputes. On the 
contrary, it was created, and Congress has 
consistently maintained it, as a practical 
part of the judicial system to sit in the same 
fashion as, and contemporaneous with, the 
District Courts. There has been not a word 
in any legislation since the creation of the 
Board which takes away from the courts one 
iota of the power theretofore possessed. 
The primary purpose of the creation of the 
Board was to remove the adjudication of 
tax disputes from control of the Treasury 
Department and to give the taxpayer his 
“day in court” with full right of appeal to 
the highest court of the land. This was not 
a “limitation” or “restriction” upon judicial 
review; it was a right expressly granted by 
Congress. It was a broadening of the ju- 
dicial power. The only limitation intended 
was upon the executive branch of the Gov- 
ernment. 


The Taxpayer’s “Day in Court” 

When the powers of the courts are 
thrown against a backdrop of only thirteen 
years, as the Court did in the Dobson case, 
several centuries of judicial development 
are ignored. Prior to 1923, when the Board 
of Tax Appeals was first suggested, the tax- 
payer always had had the right to go to the 
courts if he felt that his tax was illegally 
collected. This right had existed from the 
earliest days of the republic, independent of 
statute and regardless of the general rule 
that the “sovereign” may not be sued with- 
out its consent. The earliest leading case 
on the subject was Elliott v. Swartwout, 10 
Pet. 137, 9 L. Ed. 373, decided in 1836. In 
that case, the Supreme Court reviewed a 
number of older English cases and held that 
the taxpayer could recover illegal taxes if 
he served notice of protest at the time of pay- 
ment. The courts, here and in England, held 
that this was an essential common law right 
which depended neither upon consent nor 
upon statute. To hold otherwise, said Justice 
Thompson, “would be carrying an exemp- 
tion to a public officer beyond any protec- 
tion sanctioned by any principles of law or 
sound public policy”. 


A tax which is not collected according to 
law is an illegal tax—it has no standing in 
law; to permit its exaction to stand would 
be to permit the officer to exercise a tyran- 
nical oppression over the citizen which the 
English and American courts have never 
permitted. 


In 1855, the Court of Claims was express- 


ly given authority to consider claims 
“founded upon any law of Congress” and in 
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1887 the District Courts (the old Circui 
Courts) were given the same authority. The 
effect of this grant of jurisdiction was to 
permit suits directly against the United 
States, instead of resorting to the common 
law subterfuge of suit against the Collector, 
In a well-considered opinion in Christie 


Street Commission Co. v. United States, 13 


Fed. 326 (1905), Judge Sanborn said: 


“The acts of 1855 and 1887 here under 
consideration mark a rational and gratiiying 
advance in civilization and public policy, and 
they should be liberally construed to accom. 
plish the benign purpose of their enactment, 
The theory that a nation or its government 
should refuse to submit its controversies 
with its citizens to the adjudication of im- 
partial tribunals is but the fast receding’ 
echo of the rule that the King can do no 
wrong. There are few more grievious 
wrongs than the denial by a nation of af 
hearing and trial of the just claims which its 
citizens may have against it. There is no 
reason why a government should not submit 
its controversies with its subjects to adjudi- 
cation, or why it should not itself practice 
that justice whose administration is the 
great purpose of its existence. Justice de- 
mands, and a wise public policy requires, 
that nations should submit themselves to 
the judgments of impartial tribunals, to the 
enforcement of their contracts and to satis- 
faction of their wrongs, as universally as 
individuals. 


“The decisions of the Supreme Court upon 
the specific question before us evidence a 
constantly increasing tendency to adopt this 
view.” 


This historical backdrop of tax procedureff, 
presents, therefore, a scene which has been 
familiar to the courts since the founding of 
the republic, and before at common law, $0 
that, when the Dobson opinion states that 
the Board was created after only 13 years 
of experience, it is slightly askew in its 
historical research. There is no historical 
evidence to support the proposition that the 
Sixteenth Amendment (from which the 
thirteen-year period is measured by the 
Court) had the slightest effect upon judicial 
or administrative procedure except that it 
brought into being the more complex ané 
far-reaching income tax laws and, accor¢- 
ingly, resulted in more cases. 


The Board Is Born 


We come now to the creation of the 
Board itself. The historical facts of it 
creation establish conclusively that it was 
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ot established as a limitation or restriction 
pon the courts. On the contrary, it was 
, broadening of the right already possessed 
by the citizenry and was supposed to make 


certain that even more citizens should pre- 


tes, 


id: 


under 


sent their cases.to the courts, through the 
Board. At the same time, all of the ex- 
isting rights to go into the courts and to 
ignore the Board completely were carefully 
preserved. A reading of this history and 
f present statutes establishing beyond cavil 


gMthat it is erroneous to assume (1) that the 


Board was intended to be a restriction on 


-Bthe courts or (2) that the Board was in- 
‘-Btended to be possessed of an omnipotent 


finality in questions of taxation. 


As to the first proposition, the Board 
was created in 1924 because of the simple 
fact that the administration of the tax laws 


Eby the Treasury Department had become so 


partial (and even corrupt) that the admin- 


. mistrative function was fast approaching the 


status of a national scandal. Accordingly, 


.eCongress heeded the outcry of its sovereign 


adjudi- 
Practice 

is the 
tice de- 


citizens in order to give the taxpayer his 
‘day in court” before he had to pay the tax. 
The right to the “day in court” was not 
new, only the right to exercise the right 


before payment was novel. 


The Treasury’s Proposal 


The Treasury Department tried to fore- 


*fstall this action by suggesting, as a part of 


the Revenue Act of 1924, a Board subject to 


ipthe jurisdiction of the Secretary of the 


Treasury which would hold secret hearings. 
At the hearings before the Committee on 
Ways and Means, the president of the 
American Institute of Accountants took the 
ead in contending that this was not enough. 


‘BHe pointed out that the Chamber of Com- 


merce of the United States had also de- 


,pmanded a separate board and said: 


“The reason they wanted a board of tax 
appeals was not to help the administration 
of the Commissioner of Internal Revenue, 
who is amply able to take care of himself, 
but to protect the taxpayer who is abso- 
utely at the mercy of the Commissioner, 
nless he is wealthy and can go into court. 


i) * * They want it simply because the tax- 
ayer is entitled to a fair deal. 


“He needs somebody who is going to be 
tor him once in a while.” 


The Committee agreed with this view. 
While there was some dispute as to whether 
here was “crookedness” in the Depart- 


itqeuent, there was little disagreement that the 


ain trouble was that the Department de- 
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cided “everything in favor of the Govern- 
ment”. Typical was the comment of Mr. 
Green, Chairman of the Ways and Means 
Committee: 


“That is something we want to correct 
by this reference to the board of tax ap- 
peals, so that the government will not be 
without any remedy and eliminate this ten- 
dency, which undoubtedly does exist and 
is also very unfair to the taxpayer, to have 
everything decided in the first instance in 
favor of the Government.” 


The Committee, therefore, made the 
Board independent of the Treasury so that 
there would be broken up the tendency “to 
have everything decided in the first instance 
in favor of the Government”. 


Opposition to Secret Hearings 


The House draft, however, retained the 
secrecy of hearings supported by the Treas- 
ury Department. The Senate minority op- 
posed this and in its formal report stated: 


“Controversies between the Government 
and the taxpayers extending into many 
thousands and involving revenue of many 
hundreds of millions of dollars are required 
to be annually adjudicated. So extensive is 
this work that the Treasury Department 
has asked the Congress to provide for sev- 
eral boards of appeals to finally determine 
thousands of accumulated undisposed of 
cases and establish a lesser number of per- 
manent boards to finally review the current 
controversies. Under the present practice 
all of these adjudications are made in secret. 
An opportunity is afforded for favoritism, 
arbitrary action, fraud, and collusion. That 
such opportunity has been used is evidenced 
by the fact that more than 500 employees 
have been discharged from the Internal 
Revenue Service because of their having 
been guilty of one or more of these of- 
fenses. The majority proposes that all rec- 
ords and proceedings of the Internal 
Revenue Bureau shall remain secret as in 
the past. To the minority it seems incon- 
ceivable that any controversy existing be- 
tween the Government and a _ taxpayer 
should be adjudicated and finally determined 
in a star chamber proceeding. The minority 
will, therefore, propose an amendment to 
the bill which will provide that all such pro- 
ceedings, records, and evidence in connec- 
tion therewith shall be public.” 

On the floor of the Senate, such an 
amendment was adopted making the Board 
a public court of record. Senator Jones, 
in presenting this amendment which was 
adopted, said: 
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THE TAX COURT 


Front row, left to right: Judges Arundell, Smith, Murdock, Sternhagen, Van Fossan. 
Second row, left to right: Judges Arnold, Turner, Black, Leech, Mellott, Tyson. 
Back row, left to right: Judges Kern, Disney, Hill, Harron, Opper. 


“IT submit that when there is a contro- 
versy between the Government and a tax- 
payer which shall follow through the various 
lines of procedure and finally reach the 
board of appeals, when it gets there all the 
procedure should be public proceedings; 
the evidence should be taken down in writing, 
there should be a finding of fact and the 
decision of the board should be in writing 
and filed in the case just the same as in any 
other judicial proceeding, because that is 
what the case would be. It would be a ju- 
dicial proceeding. 

“To say that all that shall be done in 
secret is obnoxious to everything which we 
have been taught regarding judicial pro- 
cedure as American citizens under our great 
system of jurisprudence. The proceeding 
should be public. Their decisions should 
be public. The testimony should be taken 
down in writing, and it should not be here- 
say testimony whispered into the ear of a 
member of the board of appeals or a mere 
affidavit of some stranger submitted in 
secret.” 


Why the Board was Created 


Thus, no one can read this history of the 
creation of the Board without coming to the 
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inevitable conclusion that the only reason 
for its creation, as stated by the Chairman 
of the Ways and Means Committee, was to 
break up the tendency “to have everything 
decided in the first instance in favor of the 
Government”. In fact, there could be no 
other reason for its creation.* 


When the amendments of the 1926 Act 
were under consideration, Mr. Gore, for the 
American Institute of Accountants, testi- 


?It should be particularly noted that there 
did not exist in 1923 the present-day tendency 
towards beatification of the administrative tri- 
bunal, which, as developed by some of the 
ivory-tower experts from the law schools, seems 
to support the view that appointment to a sal- 
aried job as a member of such a tribunal makes 
a man so superior that he should no longer be 
subject to scrutiny or review by his fellow 
men—a strange doctrine, indeed, in a Lockian 
democracy. The author has long wished that 
some serious-thinking student would inject into 
the present consideration of the administrative 
tribunal some comparison of the ancient Greek 
philosophy with the practical skepticism of John 
Locke upon whom the Constitutional Fathers 
leaned so heavily in creating our system of 
checks and balances. Plato preferred an aris 
tocracy of leadership; Locke felt that al] men 
must be held subject to review of their author: 
ity. We need a more fundamental philosophical 
consideration of the problem of the administra 
tive tribunal. 
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fied: “We have found it composed of men 
who are intent upon doing their full duty 
by the Government and by the taxpayer.” 


Mr. Morris, for the American Bar Asso- 
ciation, said: “its decisions have been uni- 
formly independent, regardless of whether 
they are for the taxpayer or for the Com- 
missioner”. Accordingly, all parties con- 
cerned were in favor of continuing the life 
of the Board and extending to both parties 
the right of direct review by the Circuit 
Courts of Appeals. 


“Equal Justice” 


We come now to the second proposition 
inherent in the Dobson opinion—whether 
there was intended any “restriction” or 
“limitation” upon the power of the courts in 
reviewing decisions of the Board. One 
would logically think that this is a question 
which should be decided 
by the ordinary deductive 
processes of American 
jurisprudence based upon 
the words of the statute, 
the history of its enact- 
ment and established rules 
of law which have existed 
for many centuries. Other- 
wise, one must say that 
each judge is entitled to 
his own a priort conclusion 
as to what ought to be, 
regardless of statute. In 
that event, we might as 
well repeal the prepositional 
phrase contained in the 
well-known doctrine, 
“Equal Justice under Law”, 
and say that the law consists of the last 
guess as to what constitutes justice by the 
last man who guesses. 


As is well known, the Board, as originated 
under the original Revenue Act of 1924, did 
not affect the courts at all. After the 
Board’s decision, the tax found was required 
to be paid. If either party disagreed with 
the finding he could sue in the District 
Court, in the same manner as before, except 
that in that event the facts found by the 
Board were prima facie correct. Thus, the 
whole judicial process was available after 
the Board had considered the case because 
Writ or error was available to the Circuit 
Courts of Appeals and certiorari was avail- 
able to the Supreme Court. And the tax- 
payer did not have to go to the Board. 
He could still pay and then sue as he had 
been doing for a century. 


The Trial of the Tax Court 


“There can be little doubt that 
Congress intended the provi- 
sions of the Revenue Act of 1924, 
by which the Board was created 
and its jurisdiction defined, to be 
remedial. Under them the hard- 
ships previously borne by tax- 
payers, who had to raise large 
sums to pay wartime taxes before 
they could test their validity, 
were to become a thing of the 
past—at least so far as additional 
assessments were concerned,.”— 
Kingman Brewster, in the July, 
1925, National Income Tax 
Magazine. 


By 1926, the Board had established a 
splendid reputation as a conscientious, fair 
and impartial tribunal. Accordingly, the 
Committee on Taxation of the American 
Bar Association recommended to the Com- 
mittee on Ways and Means that it be con- 
tinued as a permanent court with direct ap- 
peal to the Circuit Courts of Appeals. The 
Ways and Means Committee of the House 
and the Finance Committee of the Senate 
adopted this suggestion and reported, as a 
new section in the Revenue Act of 1926, a 
bill permitting direct review of the Board’s 
decisions by the Circuit Courts of Appeals. 
The Finance Committee report explained 
the statute as follows: “The procedure is 
made to conform as nearly as may be to the 
procedure in the case of an original action 
in a Federal district court.” 


Since the statute was enacted eighteen 
years ago, there have been thousands of 
appeals from decisions of 
the Board.* In all of them, 
until the Dobson decision, 
the rule stated by the 
legislature has been ad- 
hered to, as expressed in 
the first decision on the 
question, Avery v. Com- 
missioner, 22 F. (2d) 6, 
namely, that questions of 
law were fully subject to 
review. This excluded 
“questions of fact”. 


As to such questions of 
law, there has been no 
question of degree. The 
appellate courts, being su- 
perior courts, have given 
consideration to the inter- 
pretation of the law propounded by the 
Board and have affirmed, if they agreed, or 
reversed, if they were of a different opinion. 


“Questions of Law” 


No questions of “fact” were subject to 
review. There may be, however, a “ques- 
tion of law” presented by the evidence and 
the facts found. This is a point upon which 
there is much confusion of language. The 
primary rule of law is this: Every “finding 
of fact” must be supported by evidence; it 
may not be invented out of the imagination 
of the trial judge. Accordingly, as to every 
“finding”, there is a question of “law”, as 
defined by the Senate Finance Committee, 


* By November 1, 1930, 1315 appeals had been 
taken as noted by Mr, Justice Brandeis in 
Phillips v. Commissioner, 283 U. S. 599, 601, 
footnote 12 [2 ustc J 743]. 
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of determining “the existence of at least 
some evidence to support the findings of 
fact”. This rule of law has been variously 
stated, but generally it is said that if there 
is “substantial evidence” to support the find- 
ing, no question of law is presented. Old 
Colony Trust Co. v. Commissioner, 279 U. S. 
716 [1 ustc § 408]; Helvering v. Kehoe, 309 
U. S. 277 [40-1 ustc { 9264]; Helvering v. 
Tex-Penn Oil Co., 300 U. S. 481 [37-1 ustc 
§ 9194]; Elmhurst Cemetery Co. v. Commis- 
sioner, 300 U. S. 37 [37-1 ustc 9084]; 
Helvering v. Rankin, 295 U. S. 123 [35-1 ustc 
{ 9343]. However, the weighing of the evi- 
dence is a question of fact and is not, there- 
fore, subject to review. This alone is the 
limitation upon review of Board decisions 
because all questions of law are reviewable 
without limitation or restriction for the sim- 
ple reason that Congress gave jurisdiction to 
review all questions of law and said so in 
the statute and in its reports. 


Thus, it is clear that the 
Circuit Courts of Appeal 
have unlimited power to 
review “questions of law”. 


“Law” and “Fact” in 
the Dobson Case 


Now let us look at the 
Dobson case. At the out- 
set, we are startled by one 
factor which was not even 
referred to in the Supreme 
Court’s opinion. There was 
no testmony in the case to 
be weighed by anyone. All 
the facts were stipulated in 
writing. In the light of this circumstance, 
could there possibly be anything but a ques- 
tion of law presented concerning which the 
courts have received express statutory grant 
of jurisdiction too review? 


American Bar 
Detroit. 


Again, a diligent study of judicial history 
may be helpful. Blackstone, in his Com- 
mentaries, criticized the old English pro- 
cedure on writ of error under which special 
findings on agreed facts were not included 
in the record and, accordingly, did not per- 
mit of review. This, said Blackstone, 
“makes it a thing to be wished, that a meth- 
od could be devised of either lessening the 
expense of special verdicts or else entering 
the cause at length upon the postea”. Black- 
stone’s recommendation was followed in the 
American courts, and it became well set- 
tled as a part of the common law in the 
United States that the record on writ of er- 
ror included the agreed facts. This was, of 
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“The effect of the creation of the 
Board of Tax Appeals is to give 
the taxpayer a chance to have a 
trial of his case and a determina- 
tion of the proper amount of the 
deficiency before he is required 
to pay it. The effect of the filing 
of an appeal is to stay assessment 
and collection of the tax until a 
decision has been rendered by the 
Board.” J. G. Korner, Jr., Chair- 
man of the Board of Tax Appeals 
in 1925, in an address before the 


October, 1925. 


June, 1945 e 
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course, tantamount to saying that an agreed 
case presented only a question of law be. 
cause only questions of law were taken up 
by writ of error. In U. S. v. Eliason, 1 
Pet. 291 (1842), the Supreme Court held 
that this was the common law of Maryland 
in 1801 (and thus a part of the common 





































































































































law of the District of Columbia). The This 
Court said: “The practice is believed to bef Commi 
the same at this day; it has been repeatedly “questi 
recognized by the decisions of this court;f§ A cons 
and if ever heretofore seriously questioned § Congré 
has never been overruled.” The Court held tion th 
that writ of error would lie to consider ang the wi 
agreed case. Thus, at common law the 2" ¥ 
consideration of an agreed case was con- doubt, 
sidered a question of law. of 192¢ 
in plat 
But the common law was not all. By§f thorize 
the Acts of September 24, 1789; March 3,§ adopti 
1803; and March 3, 1865, Congress finally§ courts 
evolved what is now Section 875, Title 28 off writ ¢ 
: the Judicial Code (U. S.),§ gover! 
which expressly allows ref the sé 
view of stipulated facts iff by w 
such agreed facts are set case ° 

forth in the record on 
appeal. No | 
In 1881 the Supreme sin 











Court, in considering the 
Act of March 3, 1865, 
said: “And since the stat- 
ute, as before, a judgment 
upon an agreed statement 
of facts or case stated,} 
signed by the parties or 
their counsel, and entered 
of record, leaving no ques- 
tion of fact to be tried, 
and presenting nothing but a question of 
law, may be reviewed on error.”*® Previ- 
ously, the Court had said: “It was always 
held that a judgment on agreed facts spread 
at large on the record could be reviewed 
here on a writ of error. Such a statement 
was considered to be equivalent to a special 
verdict and to present questions of law 
alone for the consideration of the Court’. 
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Supervisors v. Kennicott, 103 U. S. 554, 556. Mo 
Thus, since the beginning of time in this ‘3 
country, at least, a stipulated case of ulti-§ of t 
mate facts has been held to present nothing — tor 
but a question of law, subject to review on aff tax 
writ of error which could bring up nothing the 
but questions of law. Sov 
ser ed mez 
5 Bond v. Dustin, 112 U. S. 604, 26 L. Ed. 835. part 
The court cites U. 8. v. Eliason, 16 Pet. 301; tod 
Stimpson v. R. R. Co., 10 How. 346: Graham v. Sig 
Bayne, 18 How. 62; Suydam v, Williamson, 20§ © 
How. 434; Campbell v. Boyreau, 21 How. 227: per 
Burr v. Des Moines Co., 1 Wall. 102. 
Th 
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In the Revenue Act of 1926, Congress 
provided: “Upon such review, such courts 
shall have power to affirm or, if the decision 
of the Board is not in accordance with law, 
to modify or to reverse the decision of the 
Board, with or without remanding the case 
for a rehearing, as justice may require.” 


This meant, according to the Finance 
Committee which wrote the section, that 
“questions of law” should be considered. 
A consideration of the discussions by the 
Congressional Committees leaves no ques- 
tion that Congress was fully cognizant of 
the whole history of “questions of law” 
and “writs of error’, and if one is in any 
doubt, Section 1001(b) of the Revenue Act 
of 1926 settles the doubt because it provides 
in plain words that “such courts are au- 
thorized to adopt rules . . . and until the 
adoption of such rules, the rules of such 
courts relating to appellate proceedings upon 
writ of error so far as applicable, shall 
govern.” Thus, such proceedings were of 
the same nature as common law review 
by writ of error upon which an agreed 
case was a “question of law”. 


No Basis for Dobson Decision 


Since the Dobson case involved a stipula- 
tion of all the ultimate facts, it must be 
seriously questioned whether it was at all 
possible, under the common law and over 
a century of express statutory law, that 


® there could be presented anything but a 


clear question of law. Since Section 1141 
oi the Internal Revenue Code provides that 
the Circuit Courts of Appeals “shall have 
exclusive jurisdiction” to review decisions 
of the Board, what then is the basis for 
the Dobson decision? There is none. Ap- 
plied to its logical conclusion, it is an a priori 
repeal by the judiciary of Sections 1140 
and 1141 of the Internal Revenue Code, 
because if the appellate courts have no 
power to reverse because of a “difference of 
opinion”, they have no power at all. 


More Taxes, More Litigation 


There remains for consideration one phase 
of the Dobson decision; the opinion seems 
to regret that there has been an increase in 
tax litigation. Why shouldn’t there be? Since 
the turn of the century the activities of the 
government have expanded almost without 
measure. Whereas in 1900 an infinitesimal 
part of the national income went for taxes, 
today it is the largest single expenditure 
of most citizens of the Union. Is it not 
Pertectly natural that litigation should in- 


The Trial of the Tax Court 


crease in proportion to the pinch on the 
citizen’s pocketbook? Nor is there any reason 
for expecting a diminution when one con- 
siders the scope of the tax laws. In 1913, 
the Federal Revenue Act covered a few 
pages. The Internal Revenue Code today 
contains several thousand sections covering 
hundreds of pages; there are 1294 pages in 
the latest regulations covering income tax 
alone. Can all of this great body of statu- 
tory law possibly be interpreted and en- 
forced without a vast increase in judicial 
business? 


The purpose of the courts is to hear 
disputes whenever they arise and decide 
them. To perform this duty they must be 
as freely open as the doors of the churches. 
To slam shut the doors of the courts in 
the faces of supplicants for relief by judi- 
cial restriction upon the right to proceed 
to the ultimate goal of justice is hardly 
consistent with our judicial history. 


Tax Court Not the Supreme Arbiter 


Of course, the obvious answer to the 
whole question is that since the creation 
of the Board of Tax Appeals in 1924, the 


_ Congress has expressly provided that the 


Board shall not be the exclusive tax-deter- 
mining tribunal. For twenty-one years the 
taxpayer has had, and today still has, the 
absolute right to control the procedure of 
the case. When the Commissioner deter- 
mines a final deficiency, the taxpayer does 
not have to go to the Tax Court for his 
day in court. He may pay the tax, file claim 
for refund, and then bring suit in the Dis- 
trict Court in the same manner that he has 
been doing since 1796. When the Revenue 
Act of 1926 was presented to the Senate, 
the Finance Committee stated that the House 
Bill had made the Board the exclusive 
tribunal of determination of the legal tax. 
“This provision,” the Senate Finance Com- 
mittee reported, “seems to the committee 
too drastic, and it is accordingly proposed 
ir section 284 (d) of the bill that the 
taxpayer’s right to claim and sue for refund 
shall be barred only if he takes the case 
to the board, thus preserving to him the 
option of paying the tax and then proceeding 
before the department and the courts to 
recover any excess payments by a claim 
or suit for refund.” ® 


6 Senate Report No. 52, 69th Congress, 1st Ses- 


sion, p. 25-6. See Fox, et al. v. Rothensies, 115 
F, (2d) 42 [40-2 ustc { 9688], and Elmhurst In- 
vestment Company v. U. 8., 24 F. (2d) 561 [1928 
CCH Fed. Cts, Vol. p. 7846]. 
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Perhaps we shall have to reconsider the 
importance of this alternative road to jus- 
tice because if Mr. Justice Frankfurter means 
what he says in the McDonald case—that 
“relatively few appeals from the Tax Court 
can in any event come here”—then the door 


to a complete determination of justice by 
trial and traditional review has been slammed 
in our faces. With the Tax Court it may 
prove to be a case of “one strike and yoy 
are out.” 











[The End] 
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The Chicago Tax Club is an active 
group of tax executives from 55 con- 
cerns in Chicago and surrounding area. 
Its purpose is to study and discuss the 
problems and practices in federal, state 
and local taxation and to work for the 
best relations between business taxpayers 
and administrative officials. It was or- 
ganized in 1933 and at the present time 
has a membership of 83. Meetings are 


President F. H. Ziebell, Jr. 





Chicago Tax Club 


The present officers of the Club are: 
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held monthly (with exception of July and 
August) and a full program of speakers 
of national and local importance in the 
field of taxation, government finance and 
fiscal affairs is provided. Rollin Browne, 
Commissioner of Taxation and Finance 
of New York, recently appeared before 
the members and explained his state’s 
franchise tax law. 
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Senator Harry F. Byrd of Virginia 
foresees “the balancing of the budget and 
the end of deficit financing as the most 
difficult legislative task in the history of 
government.” The Senator spoke ex- 
temporaneously before a group of fifty 
members of Congress and members of 
the Government Spending Committee of 
the National Association of Manufac- 
turers, most of his comment being in 
explanation of the Byrd-Butler bill for 
the control of government corporations. 
“Government,” he said, “is an association 
of citizens. We own it. There are no 
resources other than our own. There is 
no such thing as a ‘federal grant to states’ 


The Byrd-Butler Bill 





because the money comes from the states 
and is collected in the states. Subsidies 
in any form are the people’s money.” 
The Senator expressed the opinion that 
the control of spending and the elimina- 
tion of deficits largely depend upon the 
control of government corporations. “To 
maintain its rightful place in government, 
the Congress must be responsible for 
government spending. The Byrd-Butler 
bill places government corporations in 
the same category as any other depart- 
ment of government. It will provide the 
General Accounting Office—which is a 
creature of Congress—with the power to 
check and control their spending.” 


June, 1945 @ TAX ES—The Tax Magazine 
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(Chapter 6, Internal Revecue Code, as amended) 
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Byrnes may have placed a wartime pro- 

hibition against what he thought to be 
the country’s biggest gamble, horse racing, 
but had he happened to pick up almost any 
discourse on taxation, he probably would 
have been startled to learn that he had 
missed perhaps the biggest gamble of all, the 
Federal capital-stock tax and the related 
declared value excess-profits tax. One 
author in a recent article branded these 
taxes as a “grand guessing game’.* The 
Committee on Federal Taxation of the 
American Institute of Accountants con- 
demned them as being “economically un- 
sound” since they are “measured by the 
ability of corporate management to guess 
future earnings,’ and recommended their 
repeal immediately.’ 

This same Committee further , charged 
that these taxes unduly complicated the 
corporate tax structure and produced com- 
paratively little revenue because they are 
deductible in computing the income base 
for other taxes on corporate income; and 
any needed revenue derived from these taxes 
could be raised more easily by adjustment 
of the income-tax rate. Nor do they fulfill 
their avowed object of collecting some tax 


Footnotes 1 and 2 are on the following page. 
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TABLE 1 


Net tax cost when value of capital stock underestimated $500,000, and 
in the 95 per cent excess-profits tax bracket 
































































































—————————————————— C 
Declared value of capital SOCK .. 6. oni bene ee eieees $1,500,000 D 
a ica N 
2. Net income before any of the following taxes. ............. $ 150,000 $ 150,000 
3. Deduct capital stock tax .. pe itera ry vedere tienes 1,250 1,875 
Pe i pe , 
4. Net income for declared value excess-profits tax computation $ 148,750 $ 148125 
- D 
Less exempted 10% of declared value 100,000 150,000 
6. Balance subject to declared value excess-profits tax....... $ 48,750 $ None i 
7. Declared value excess-profits tax ......... 2.00. cic ec eee. $ 3,217 $ None 
8. Excess-profits net income (Item 4less 7)................. $ 145,533 $ 148,125 
9. Less credit and exemption (as assumed) eee eee Se 100,000 100,000 § 
10. Balance subject to excess-profits tax................... . . $ °4$,533 $ 481239 1. | 
| ad gen ang ETS ? 
11. Excess-profits tax—95% thereof ........................ $ 43,256 $ 45,7198 < d 
12. Normal tax and surtax net income (Item 8 less 10)..... $ 100,000 $ 1000008 3 | 
oe Scaepnnuetbanaraeaanannicts X 
$3. Normal tax aed GUrteO uw. och cic cei vccecvcccwesees $ 40,000 $ 40,008 * 
14. Summary of taxes— 
Capital stock tax (Item 3)................0..0005. $1,250 $ 19758 > | 
Declared value excess-profits tax (Item 7).............. 3,217 None f 6. | 
Excess-profits tax (Item 11) sreqicordvs 43,256 45,719 
Normal tax and surtax (Item 13).................6. 40,000 40,000 7 
Total ; =, St Fecncel J ats oh tens peel $ 87723 S 37 Sa 
Total taxes—$1,500,000 value eer Baas 87,594 a paid 
PN 238i 0 8. cts ot: ms scree tp AGN tras orien ePeria ad Gielg ae Melee ihe 
the 
valu 
cost] 
a so 
from losing corporations, the Committee withstood the various attacks directed § of th 
asserted, since that result follows only in against them in the past few years. But § estin 
the case of those corporations which declare there they stand, unscathed, ready for § tax : 
capital-stock values in anticipation of profits maneuvers this coming July—and taxable F 
only to find that they have guessed incor- years ending thereafter. They must be met! uals 
rectly. Doubtless every reader is well acquainted J entit 
The capital-stock tax and the related de- with the bases on which these taxes are § rega 
clared value excess-profits tax must have imposed. But no harm can come of taking § for 
the tough shell of a Sherman tank to have’ stock and reviewing what this common § gar 
enemy might throw at us. wor 
1 “Capital Stock Tax Accruals’ by Leon L. i : cor 
Rice, Jr.. TAXES—The Tax Magazine, March, As already indicated, the capital-stock tax I 
1945, page 235. Also see ‘‘The Treasury Depart- and the declared value excess-profits tax are § °" 
April go hein ay ee ee ene component parts of a single scheme of taxa- be 
2 See Journal of Accountancy, November, 1944, tion. First, it is required to declare a value § Pe"! 
page 363. on the capital stock on which a tax is now July 
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TABLE 2 


Net tax cost when value of capital stock underestimated $500,000 and 
normal tax and surtax aggregate 40 per cent 


Capital stock tax as above 


Declared value excess-profits tax as above ..... 
Normal tax and surtax 40% of the amount of Item 8 above... 


Totals 
Total taxes—$1,500,000 value 


Difference 





1,875 
None 
59,250 


61,125 


1,555 


TABLE 3 


Capital stock undervalued $1,000, 


and in the 6.6 per cent bracket 


for declared value excess-profits tax purposes 








Declared value 
._ Net income before any of the follow- 
ing taxes Sree eee 
Deduct capital stock tax ... 
Net income for declared value excess- 


profits tax computation...... 
Less 10% of declared value 


salance subject to declared value 


excess-profits tax .. 


Declared value excess-profits tax. . 


$1,401,000.00 


148,248.75 
140,100.00 


537.82 $ 





Difference 
$1,400,000.00 $ 1,000.00 


150,000.00 
1,751.25 


$ 150,000.00 


1,750.00 1.25 


$ 148,250.00 $ 


[—1.25] 
140,000.00 100.00 


8,148.75 8,250.00 $ [—101.25] 
[—6.68] 








paid at the rate of $1.25 for each $1,000 of 
the declared value. Then, if the value of 
the stock is underestimated, the declared 
value excess-profits tax (which is more 
costly) becomes effective later and acts as 
a sort of penalty for such underestimation 
of the value of the stock; if the value is over- 
estimated, a certain amount of capital stock 
tax is unnecessarily paid. 


For the year ended June 30, 1942, and 
each succeeding year, corporations have been 
entitled to fix an entirely new declared value, 
regardless of what the declared value was 
for any prior year (and, incidentally, re- 
gardless of whatever book value might be 
worked out for the capital stock from the 
corporate records). Under prior law it was 
required that the “adjusted declared value” 
be determined with respect to three-year 
Periods starting with the one beginning 
July 1, 1937, and ending June 30, 1940.’ 


Shall We Guess, Again? 


Because the capital-stock tax is less costly 
than the declared value excess-profits tax, 
when the latter becomes applicable, it is 
advantageous to declare the value of capital 
stock ten times the expected annual taxable 
profits. 


Returns (Form 707 for domestic corpora- 
tions) and the payment of the Federal 
capital-stock tax are due on or before July 
31, next following the close of the capital 
stock year (June 30), unless an extension 
for filing has been obtained prior to that 
date.* The declared value fixed by the tax- 
payer may be amended prior to the due 
date of the return.® 


3CCH Standard Federal Tax Reporter, 1945, 
page 6303. 


*CCH Standard Federal Tax Reporter, 1945, 
7 1894A. 


5 Haggar Co. v. Helvering, 308 U. S. 389, 40-1 
ustc J 9151. 
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Specific exemption from the capital-stock 
tax is granted only to corporations which 
are exempt from income tax, insurance 
companies and common trust funds.® Cor- 
porations not doing business during the 
capital-stock tax year (July 1 to June 30) 
may claim exemption from the tax.’ 























If a capital-stock tax return was required 
for the year ended June 30, a return of the 
declared value excess-profits tax must be 
made on the income tax furm for the tax- 
able year ending after such June 30. The tax 
is imposed upon the portion of the normal- 
tax net income (exclusive of long-term 
capital gain, but without deduction for the 
tax itself or the income subject to excess- 
profits tax, and without credit for partially 
exempt interest) in excess of 10 per cent 
of the June 30th declared value. The rate 
is 6.6 per cent of such income, between 10 
and 15 per cent of the declared value, and 
13.2 per cent of such income in excess of 
15 per cent of the declared value. 


As brought out in a previous article of 
mine,® a corporation certain to be in the 95 





®CCH Standard Federal Tax Reporter, 1945, 
{ 1892 and 1892A, 

7 Reg. 64, Sec. 137.63. 

8 ‘*The Federal Capital Stock Tax Doesn’t Cost 
Much Any More,’’ TAXES—The Tax Magazine, 
June, 1944, page 258. 
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Capital stock undervalued $1,000, and in the 13.2 per cent bracket gs - 

for declared value excess-profits tax purposes wr 

e va 

eee been o! 

Bx PE UIE 53 oid so nceeucavess $1,401,000.00 $1,400,000.00 $ 1,000.0 Even 

2. Net income before any of the follow- the ial 

ing taxes... 0.0... see eee eee e ees $ 300,000.00  $ 300,000.00 ¢........ Bi 

3. Deduct capital stock tax .......... 751.25 1,750.00 1,25 $500.00 

4. Net income for declared value excess- a 

profits tax computation .......... $ 298,248.75 $298,250.00 $ [—1.25]f which 

5. Less 10% of declared value......... 140,100.00 140,000.00 100.00 & the st 

—————— (Item 

6. Balance subject to declared value a 

excess-profits tax ............... $ 158,148.75 — $ 158,250.00 $[—10125]f oo ;. 

Taxable @ 6.6% (5% of Item 1).... 70,050.00 70,000.00 50.00 B under 

ae se ‘i ler 

Taxable @ 132% .................. $ 88,098.75 $ 88,250.00 ${—15125]f 
SEE OT Oe: $ 462330 $ 462000 $ 3.30 
EE cle soaks car eedsteees 11,629.04 11,649.00 [— 19.96] 

Total declared value excess-profits 1. Dec 





16,252.34 


$ 16,269.00 





per cent excess-profits tax bracket can afford 
to be a little conservative in declaring the 











value of its capital stock because, as already n 
pointed out, the capital-stock tax and the P 
declared value excess-profits tax are both; yo 
deductible in arriving at the income base 
for computing the excess-profits tax, the # —— 
normal tax and the surtax of the corpora- Be 
tion. For example, suppose a corporation : 
las an excess-profits tax credit of $90,000 en 
and expects that it will earn $100,000 ing’. 
1945, and with the “breaks”, perhaps $150,000. § © <" 
In this case, everything in excess of $100,000 - ” 
($90,000 excess-profits credit plus a $10,000 the 4 
exemption) would be taxable at 95 per cent? be it 
Let us assume, first, that this corporation bracl 
declared its value of stock at $1,000,000 (10 
times the lowest expected annual income of 
$100,000) but later actually realized $150,000 
profit. The declared value excess-profits tax §f | 
would amount to $3,300 (6.6 per cent of S 
$50,000—the net income in excess of 10 per 
cent, and not in excess of 15 per cent of the R 
declared value of $1,000,000). But since 
this $3,300 tax is deductible for excess- C 
profits tax purposes, the net cost is only is 
about $165 (5 per cent of $3,300).”° t: 

®It is assumed that the 80 per cent limitation Pp 
would not apply. 0 

1 Without taking into consideration the cap- 
ital stock tax itselfi—which is illustrated later # | 
in the article. 

Sha! 


ng the 


1itation 


he cap- 
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Had the corporation declared the value 
of its stock at ten times the larger possible 
profit of $150,000, or a value of $1,500,000, 
the net tax cost for having underestimated 
the value of the capital stock would have 
been only $129, as brought out in Table 1. 


Even if the corporate taxpayer were not in 
the 95 per cent excess-profits tax bracket, 
the net tax cost for underestimating the 
value of the capital stock by approximately 
$500,000 in this assumed case would be only 
$1,555—as brought out in Table 2—as com- 
pared with the $3,217 excess-profits tax 
which would have to be paid if the value of 
the stock had been placed at $1,000,000 
(Item 7 of Table 1). 


Another way of approximating the net tax 
cost is to compute the cost for each $1,000 
undervaluation of capital stock when such 
undervaluation puts the corporate taxpayer 


Declared value excess-profits 
tax rates 


in the 6.6 and 13.2 per cent brackets for 


declared value excess-profits tax purposes. 


Part of this is done in Tables 3 and 4. Con- 


tinuing the computations here, we find that 


(1) if the corporation is in the 95 per cent 
excess-profits tax bracket, the net cost per 


$1,000 undervaluation of the capital stock is 
only 27 cents if such undervaluation happens 
to put the taxpayer in the 6.6 per cent bracket 


for declared value excess-profits tax pur- 


poses, and only 77 cents net tax cost, if 


in the 13.2 per cent bracket, and (2) if the 


corporation is not in the 95 per cent excess- 


profits bracket, and is in only, say, a top 


40 per cent bracket for normal-tax and sur- 


tax purposes, the net cost per $1,000 under- 


valuation of the capital stock is $3.26 if in 


the said 6.6 per cent bracket for declared 
value excess-profits tax purposes, and $9.25 
net tax cost if in the 13.2 per cent bracket. 


Normal and 
surtax of 40% 
ee Les 


6.6% 


Excess profits 
tax on 95% 
| | 


6.6% 13.2% 13.2% 


. Declared value excess-profits tax: For each $1,000 under- 


valuation, if COSTS CTADICS 2 ANG 2). io occ occ ccc ccces 


$6.68 $16.66 $6.68 $16.66 


. Capital stock tax: But by understating the value $1,000, 


you save capital stock tax of 


. Net cost in these two taxes 


1.25 


1.25 


$5.43 


. Excess-profits tax, or normal and surtax: But since these 
taxes are deductible in arriving at the excess-profits tax, 
normal tax and surtax, such cost is reduced by their 


respective rates 


5. Net tax cost per $1,000 undervaluation 


5.16 


$0.27 


———s 
—_—_—_— 


2.17 


$3.26 


——. 


6.16 


$0.77 


$9.25 


———ny 
TD) 


From this discussion the corporate tax- 
payer will readily appreciate that the amount 
of the excess-profits tax credit should be 
given consideration when declaring the value 
of its capital stock as of June 30, 1945. If 
the estimated profit for 1945 is expected to 
be in the 95 per cent excess-profits tax 
bracket, then an undervaluation of the 


SPECIAL 
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Shall We Guess, Again? 


capital stock will not be so costly, and one 
can afford to be more conservative in valu- 
ing the stock; however, if the estimated 
profit for 1945 is not expected to reach the 
95 per cent excess-profits tax bracket, then 
it is advisable, as a rule, to gamble on de- 
claring a little higher value for the stock. 


[The End] 


Upon the basis of the decision of the Tax Court of the United 
RULING States in the case of the Atlantic Coast Line Railroad Company (4 T. C. 

No. 16) [CCH Dec. 14,151], which has been acquiesced in by the 
Commissioner (I. R. B. 1944-24, December 25, 1944, page 1 [454 CCH { 6089]), it 
is held that a taxpayer is permitted to follow his method of keeping his books in 
taking the deduction for the federal capital stock tax for federal income and excess 
profits tax purposes, provided that that method is suchas to clearly reflect the income 
of the taxpayer, and that it is consistently followed for tax purposes. 

























Fourteen states now use this allocation formula, applying it to their net income taxes. 


New Jersey Changes 


to the ‘“‘Massachusetts Formula” 
By EDWARD ROESKEN 


\N JANUARY 1, 1946, New Jersey’s 
present franchise taxes imposed upon 
domestic and foreign business corporations 
will be superseded by a new tax applicable 
to both types of corporations. 
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ticularly in the form of heavy intangibles 
taxes levied at the comparatively high local 
property tax rates which are applicable to 
real estate and tangible personal property. 









The legislation follows recommendations 












This change has been accomplished by the New Jersey State Tax Commission The 
through the enactment of two laws intro- on Taxation of Intangible Personal Prop- ond | 
duced on March 27, 1945, by Assembly erty, headed by Dr. John F. Sly of Prince- 
Majority Leader Walter H. Jones as As- ton. This commission was appointed by Alt 
sembly No. 395 and Assembly No. 396, the Governor under authority of Senate § of the 
both approved by the Governor on April Joint Resolution No: 4 of March 29, 1944, § be all 
13, 1945. Assembly No. 396 eliminates the and directed to study the assessment and § avera 
taxing of intangibles by the local assessors taxation of intangible personal property § prop¢ 
in 1945 and thereafter. Assembly No. 395, and related subjects and to recommend ap- respe 
styled as the “Corporation Business Tax propriate legislation to the Legislature. every 
At (1945), — 2 sormula for a wie The new franchise tax, applicable to New Alt 
franchise tax applicable to both domestic : : apes : 
and foreign business corporations on and Jersey and foreign corporations, is HEPOse? Bi ports 
after January 1, 1946. The 1945 franchise for the yeas 1946 and each a thereatter as th 
taxes of domestic and foreign corporations “for the privilege of having or exercising Ff is to 
will be assessed, as heretofore, under the its corporate franchise in this State, or ior § wher 
old law. the privilege of doing business, employing §j intan 

An object of the new legislation is to id owning capital aoe or maintain ff corp, 
stabilize corporate taxation in the state and ‘8 @” ofhce, in this State. prop 
to eliminate the danger of “tax lightning” Certain activities by a foreign corpora- § ‘ave 
striking corporations without warning, par- tion within the state are not to be regarded § Purp 
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as “doing business.” These are outlined 
in Section 2 of the new law as follows: 

“A foreign corporation shall not be 
deemed to be doing business, employing or 
owning capital or property in the State, for 
the purposes of this act, by reason of 
(1) the maintenance of cash balances with 
banks or trust companies in this State, or 
(2) the ownership of shares of stock or se- 
curities in this State if such shares or 
securities are pledged as collateral security, 
or deposited with one or more banks or 
trust companies or brokers who are mem- 
bers of a recognized security exchange, in 
saiekeeping or custody accounts, or (3) the 
taking of any action by any such bank or 
trust company or broker, which is inci- 
dental to the rendering of safekeeping or 
custodian service to such corporation.” 


The new tax is in lieu of all other state, 
county or local taxation upon or measured 
by intangible personal property used in busi- 
ness by corporations liable to the tax. 

The following are among the corporations 
exempted from the new tax: Banking corpo- 
rations; savings banks; building and loan 
and savings and loan associations; canal, 
palace, parlor and sleeping car companies; 
railway corporations and certain other public 
utility companies; a number of types of non- 
profit corporations; and domestic life insur- 
ance companies and others subject to a tax 
assessed upon the basis of gross receipts 
or insurance premiums collected. 


The tax is to be administered by the 
Director of the Division of Taxation of the 
State Department of Taxation and Finance, 
who is referred to in the act as the “Com- 


9 


missioner 


The franchise tax is, briefly, to be meas- 
ured by the greater of the following: 


Alternative 1 (basic measure): that portion 
of the corporation’s entire net worth as may 
be allocable to New Jersey according to the 
average ratio of real and tangible personal 
property, receipts and wages and salaries, 
respectively, in the state to such items 
everywhere; or é 


Alternative 2 (minimum measure): that 
portion of the corporation’s entire net worth 
as the average value of its assets in the state 
is to the average value of its assets every- 
where. Included as within the state is all 
intangible personal property of domestic 
corporations, and such intangible personal 
property of other corporations as wuld 
have a business situs within the state for the 
purpose of a property tax. 


New Jersey Changes to the “Massachusetts Formula” 


The rates are: 8/10 of a mill on the first 
$100,000,000 of allocated net worth; * 4/10 of 
a mill on the second $100,000,000; 3/10 of a 
mill on the third $100,000,000 and 2/10 of 
a mill on all amounts of allocated net worth 
in excess of $300,000,000; but not less than 
$25 in the case of domestic corporations, 
or $50 in the case of foreign corporations. 


“Net Worth” Defined 


“Net worth” is defined as follows: “ ‘Net 
worth’ shall mean the aggregate of the 
values disclosed by the books of the corpo- 
ration for (1) issued and outstanding cap- 
ital stock, (2) paid-in or capital surplus, 
(3) earned surplus and undivided prof- 
its, (4) surplus reserves which can reason- 
ably be expected to accrue to holders or 
owners of equitable shares, not including 
reasonable valuation reserves, such as re- 
serves for depreciation or obsolescence or 
depletion and (5) the amount of all indebt- 
edness owing directly or indirectly to hold- 
ers of ten per centum (10%) or more of 
the aggregate outstanding shares of the tax- 
payer’s capital stock of all classes, as of 
the close of a calendar or fitcal year. How- 
ever, if in the opinion of the commissioner, 
the corporation’s books do not disclose fair 
valuations the commissioner may require 
any additional information which may be 
necessary for a reasonable determination of 
the net worth which, in his opinion, would 
reflect the fair value of the assets carried 
on the books of the corporation, in accord- 
ance with sound accounting principles, and 
such determination shall be used as net 
worth for the purpose of this act.” 


The tax is measured by the corporation’s 
net worth as of the close of the calendar 
year or of its fiscal year next preceding the 
privilege year, i. e., the calendar year in 
and for which the tax is payable, except 
that in the case of a taxpayer whose fiscal 
year ends not later than July 1 in the priv- 
ilege year, such measure is to be as of the 
close of such fiscal year. 


Alternatives 1 and 2 


The Report of the State Commission on 
Taxation of Intangible Personal Property, 
submitted to the Governor and to the Leg- 
islature on March 26, 1945, contained the 
following comments with regard to Alterna- 
tives 1 and 2: 


* The rates shown are as given in the law. 
No doubt, in the administration of the law, the 
rate applied will be ‘‘8/10 of a mill on each 
dollar of the first $100,000,000 of allocated net 
worth,”’ etc. 
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“Under the allocation for Alternative 1, 
both foreign and domestic corporations 
would be taxed only on that portion of their 
entire net worth which is allocable to New 
Jersey according to the gross receipts-tangi- 
bles-payrolls method of allocation. This 
method, which uses the so-called Massa- 
chusetts formula, consists of determining, 
separately, the ratio of tangible property in 
the State to tangibles everywhere, of gross 
receipts in the State to gross receipts every- 
where, and of payrolls in the State to pay- 
rolls everywhere, and averaging the three 
fractions so determined. The resulting 
average fraction is the allocation factor for 
each company, which determines the pro- 
portion of its entire net worth to be in- 
cluded in the tax base. 


“The proposed Alternative 2 allocation, 
according to the ratio of assets in the State 
to total assets, will very infrequently give 
a higher allocation factor in-State than the 
three-way formula for the ordinary business 
corporation. It is intended primarily to 
provide an adequate replacement base in the 
case of corporations having relatively large 
holdings of intangible personal property, but 
insufficient activity in New Jersey to pro- 
duce a reasonably substantial base under 
the tangible property-gross receipts-wages 
formula of Alternative 1. Such corpora- 
tions are the most direct beneficiaries of 
the abandonment of taxation of intangibles 
upon an ad valorem basis, and for this reason 
justify the alternative formula. The total 
assets allocation under Alternative 2 will 
also minimize the possibilities for tax avoid- 
ance under Alternative 1 
domestic corporations. 


in the case of 


“Allocation according to total assets will 
require that all intangible personal property 
of domestic corporations be deemed to be 
within the State, but will give full out-of- 
State recognition to tangible property ac- 
cording to its physical location. This is not 
only just tax policy in light of New Jersey’s 
intangibles tax history, but places the pro- 
posed formula beyond question under the 
Federal Constitution. It is similar in effect 
to the allocation of ‘corporate excess’ in 
Massachusetts, to the apportionment of cap- 
ital stock of domestic corporations in Penn- 
sylvania, and to the allocation of income 
used until recently under the New York 
franchise tax. 


“In order to prevent unfair or even un- 
constitutional results in given cases, the 
rigidity of the allocation formulas is re- 
lieved by a provision authorizing the tax 
director to adjust the amount of allocable 
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net worth upon the showing of an inequi-fM the sa 




















table result under the formula. It is be conduc 
lieved that such a provision is necessary fH solved 
under the decisions of the United States pusine 











Supreme Court.” subjec 














There is an allowance for stock held by 






























































































































Vv 
parent corporations in their subsidiaries, Poa 
designed to prevent double taxation. This Januat 
is contained in Section 9 of the Corporation f°. -.. 
Business Tax Act (Assembly No. 395), sia 
which reads: 

Regu 
“Any taxpayer which holds capital stock ¥ 
of a subsidiary during all or part of any Reg 
year may, for the purpose of the tax im- cially 
posed by this act, deduct from its net worth § Vest 
such proportion, not exceeding fifty per define 
centum (50%), of the average value of such — Which 
holdings less net liabilities (if any) to sub-§ eed 
sidiaries, as the ratio of the subsidiary’s tered 
taxable net worth, for the same year under the Ir 
this act, to its entire net worth; provided, Act 0 
however, that if the subsidiary is subject tof} #5 2” 
a franchise tax measured by gross receipts the re 
under any other law of this State, such de- taxab 
ductive portion of such holdings shall be Q’ of 
determined as the ratio of the subsidiary’s B ""° ( 
business within the State to its business § # 2 
everywhere during its next preceding tax- A 
able year under such law, but shall not ex- § alloc: 
ceed seventy-five per centum (75%) of the B conne 
average value of such holdings. For the § wort! 
purpose of this section, a subsidiary shall § and 
be deemed to be any corporation in which f $100. 
a taxpayer is the beneficial owner of at least Secti 
eighty per centum (80%) of the total com- vides 
bined voting power of all classes of stock § '@* | 
entitled to vote and of at least eighty per a 
centum (80%) of the total number of shares 8 
of all other classes of stock except nonvot- oh 
ing stock which is limited and preferred as ae 
to dividends. ager 
Returns by corporations operating on a § ital 
calendar-year basis are to be filed on or § held 
before April 15, annually, while those re- § State 
porting on a fiscal-year basis file on or § cove 
before January 15 or the fifteenth day of § to tl 
the fourth month following the close of the § valu 
fiscal year, whichever is later. The full § stocl 
amount of the tax is payable at the time § ing 
of filing the return. at t] 
A taxpayer is required to use the same = 
calendar or fiscal year upon which it reports dred 
to the United States Treasury Department 
for federal income tax purposes. The 
The provisions of the new franchise tax aN 
law gpply to any receiver, assignee, referee, § Pora 
trustee or other fiduciary, or any officer § sup; 
or agent appointed by any court, who con- § vey 
ducts the business of any corporation, in § of tl 
June, 1945 e@ TAX ES—The Tax Magazine § Nev 


the same manner as if the business were 
conducted by its agents or officers. A dis- 
solved corporation continuing to conduct 
business in the process of liquidation is also 
subject to the tax. 


nequi- 
is be. 
eSSary 
States 


of New Jersey, which sent forms for a Spe- 
cial Information Return relating to the year 
1943 to all corporations authorized to do 
business in New Jersey. This return elicited 
data, to be held confidential, with respect 
to intangible personal property such as cash 
and deposits, notes receivable, accounts re- 
ceivable (net), stocks, bonds, mortgages and 
notes, obligations of the federal and state 
governments, patents, good will deferred 
charges and other assets as well as liabili- 
ties and net worth. An allocation to New 
Jersey of the items other than liabilities 
and net worth was called for, together with 


Id by 
liaries, 
This 
ration 
395), 


However, it is to be noted that a corpo- 
ration organized or qualified on or after 
January 1 in any year is exempted from 
the franchise tax in that privilege year. 


Regulated Investment Companies 
stock 


of any 
1X im- 


Regulated investment companies are spe- 
cially treated under the law. A “regulated 
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investment company” is 
defined as “any corporation 
which, for the period cov- 
ered by its report, is regis- 
tered and regulated under 
the Investment Company 
Act of 1940 (54 Stat. 789, 
as amended) and meets 
the requirements of and is 
taxable under ‘Supplement 
Q’ of the Internal Reve- 
nue Code (53 Stat. 1, 98, 
as amended).” 


A separate method of 
allocation is provided in 
connection with the net 
worth of such companies 
and a minimum tax of 
$100 is payable by them. 
Section 5 of the act pro- 
vides that the franchise 
tax of such a company 
“shall be measured by 
that proportion of its en- 
tire net worth, but not less 
than ten per centum (10%) 
thereof, as the average 
aggregate value of its cap- 
ital stock of all classes 
held by residents of this 
State during the period 
covered by its report bears 
to the average aggregate 
value of all its shares of 
stock issued and outstand- 
ing during such period, 
at the rates hereinabove 


PRICE VIOLATORS 
BEWARE! 


The names of more than 3,000 
price violators have been turned 
over to the Bureau of Internal 
Revenue by the Office of Price 
Administration for investigation 
by Treasury Department agents, 
Chester Bowles, OPA Adminis- 
trator, has announced. The In- 
ternal Revenue Bureau will 
examine the tax returns of these 
violators to see whether they 
have attempted any evasion of 
income tax obligations. “Refer- 
ral of these 3,000 names opens a 
new nation-wide program of co- 
operation between OPA and the 
Treasury Department to recover 
illegal profits gained through 
violations of price ceilings,” Mr. 
Bowles said. .“It should contrib- 
ute greatly to our efforts to curb 
black markets in all fields. 

In addition to the information 
provided from OPA’s Washing- 
ton files, OPA field enforcement 
agents in all districts have been 
instructed to report price viola- 
tors—both buyers and sellers— 
regularly to the Internal Rev- 
enue Bureau in all cases in which 
the price violations may affect 
their federal tax obligations or in 
which OPA’s investigation has 
uncovered evidence indicating 
violations of federal tax laws.”— 
Office of Price Administration 

Release. 


the percentage represented 
in New Jersey. Data with 
regard to receipts and 
tangible property within 
and without the state, in- 
cluding land, were also 
requested. Thus the data 
called for conform to that 
portion of the allocation 
formula incorporated in 
the law which reflects the 
“Massachusetts formula” 
employed, either com- 
pletely or with slight var- 
iations, by a number of 
states in connection with 
the allocation of their net 
income taxes. 


The Massachusetts 


Formula 


It is provided in Massa- 
chusetts, in connection 
with the excise tax, which 
is a combination of net in- 
come and corporate excess 
taxes, that three factors 
are to be considered in 
effecting allocation: (1) 
property, (2) payroll and 
(3) sales or gross receipts. 
The income is divided into 
three parts, and a fraction 
is applied to each third 
according to the relation 
of each of the three fac- 


set forth; but in no case less than one hun- 


dred dollars ($100.00).” 


The Recent Survey 


The new franchise tax legislation incor- 
Porates to some extent the type of data 
supplied by corporations in the recent sur- 
vey conducted by the Tax Research Unit 
of the Department of Taxation and Finance 


New Jersey Changes to the “Massachusetts Formula” 


tors within the state and its total represented 
everywhere. (Massachusetts G. L., Ch. 63, 
Sec. 38(2).) 


States which have adopted this “Massa- 
chusetts formula” of allocation and applied 
it to their taxes based on net income are 
California, Connecticut and Georgia (in- 
come derived from the manufacture, sale or 
use of tangible personal or real property), 


501 





Idaho, Louisiana, Massachusetts, Minnesota, 
Montana, New York (business income), 
Oregon, Pennsylvania and Utah. Pennsyl- 
vania also uses it in allocating the base of 
its franchise tax on foreign corporations. 
Arizona, Kansas, Tennessee and Wisconsin 
employ a variation of it in connection with 
the allocation of their net income taxes, sub- 
stituting the cost of manufacturing for the 
factor concerned with payroll. 


Now New Jersey 


New Jersey joins this group of states by 
providing for the use of the “Massachu- 
setts formula” in the “basic measure” of the 
new franchise tax. It permits “a taxpayer 
which maintains a regular place of business 
outside this State other than a statutory 
office,” to apply an allocation factor to the 
entire net worth which is the average of 
the fractions computed in (A), (B) and (C) 
below, or so many of them as may be 
applicable: 

“(A) The average value of the taxpay- 
er’s real and tangible personal property 
within the State during the period covered 
by its report divided by the average value 
of all the taxpayer’s real and tangible per- 
sonal property wherever situated during 
such period; 

“(B) The receipts of the taxpayer, com- 
puted on the cash or accrual basis accord- 
ing to the method of accounting used in 
the computation of its net income for Fed- 
eral tax purposes, arising during such period 
from 


“(1) sales of its tangible personal prop- 
erty located within the State at the time of 
the receipt of or appropriation to the orders, 


“(2) sales of any such property not located 
at the time of the receipt of or appropriation 
to the orders at any permanent or continu- 
ous place of business maintained by the tax- 
payer without the State, where the orders 
were received or accepted within the State, 


““(3) services performed within the State, 


“(4) rentals from property situated, and 
royalties from the use of patents or copy- 
rights, within the State, 


“(5) all other business receipts earned 
within the State, divided by the total amount 
of the taxpayer’s receipts, similarly com- 
puted, arising during such period from all 
sales of its tangible personal property, serv- 
ices, rentals, royalties and all other business 


receipts, whether within or without the 
State; 
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“(C) The total wages, salaries and other 
personal service compensation, similarly 
computed, during such period of officers and 
employees within the State divided by the 
total wages, salaries and other personal 
service compensation, similarly computed, 
during such period of all the taxpayer’s 


officers and employees within and without 
the State. 


“In the case of a taxpayer which does not 
maintain a regular place of business outside 
this State other than a statutory office, the 
allocation factor shall be one hundred per 
centum (100%).” (Section 6.) 


Section 7 of the Corporation Business Tax 
Act outlines the extent to which compensa- 
tion of officers and employees in New Jersey 
is to be included by providing: 


“7. As used in section six (C), compensa- 
tion of officers and employees within this 
State shall include the entire amount of 
wages, salaries and other personal service 
compensation for services performed within 
or both within and without this State if: 


“(a) The service is performed entirely 
within this State; or 


“(b) The service is performed both 
within and without this State, but the service 
performed without this State is incidental 
to the individual’s service within the State, 
for example, is temporary or transitory in 
nature or consists of isolated transactions; 


“(c) The service is not performed en- 
tirely in any State but some of the service 
is performed in this State, and (1) the base 
of operation, or, if there is no base of opera- 
tions, then the place from which such service 
is directed or controlled, is in this State; 
or (2) the base of operations or place from 
which such service is directed or controlled 
is not in any State in which some part of 
the service is performed, but the individ- 
ual’s residence is in this State; 


“(d) Contributions are not required and 
paid with respect to such services under 
an unemployment compensation law of any 
other State.” 


Commissioner May Adjust Formula 


The Commissioner is given authority, 
where the formula outlined above does not 
properly reflect the activity, business, re- 
ceipts or capital of a taxpayer reasonably 
attributable to the state, to adjust it by 
(a) excluding one or more of the factors; 
(b) including one or more other factors, 
such as expenses, purchases, contract values 
(minus subcontract values); (c) excluding 
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one or more assets in computing entire net 
worth; or (d) applying any other similar 
or different method calculated to effect a 
fair and proper allocation according to the 
receipts, activity, business and capital rea- 
sonably attributable to the state. 

It is to be noted, however, that such ad- 
justments are limited to this “Massachusetts 
formula” as incorporated in the “basic meas- 
ure” of the tax (Alternative 1). The Com- 
missioner is specifically denied permission 
to adjust an allocation factor determined in 


other 
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s and 
y the 
‘sonal 
uted, 
1yer’s 
thout 


place where they arise in the course of 
business. 


Prior Taxation of Intangibles in 


New Jersey 


R. S. 54:4-1, the law imposing New Jersey 
property taxes generally, which has been in 
effect for many years, contains this provision : 

“All property, real and personal, within 
the jurisdiction of this State, not expressly 
exempted from taxation or expressly ex- 
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connection with the “mini- 
mum measure” of the tax 
(Alternative 2). As noted 
above, the “minimum 
measure” is concerned 
with that portion of the 
corporation’s entire net 
worth as the average 
value of its assets in the 
state is to the average 
value of its assets every- 
where, and includes, as 
within the state, all intan- 
gible personal property of 
New Jersey corporations, 
and such intangible per- 
sonal property of other 
corporations as would 
have a business situs 
within the state for the 
purpose of a property tax. 


Business Situs of 
Intangibles 


In a number of states, 


RICH RHETORIC 


“The opinion of the Tax Court 
says: ‘Finally, the partnership 
emerged from the metamorphosis 
clothed in the outer garment of 
legal respectability but inwardly 
perhaps a little uneasy over the 
flimsiness of its garment of in- 
come tax alleviations.’ On read- 
ing this in the solitude of my 
chambers, surrounded by row on 
row of volumes dealing with the 
hard cold logical realities of life, 
it is indeed refreshing to find my- 
self entering a mystic realm and 
dreaming in unison with the poet 
Ovid in his Metamorphoses and 
imagining that dear, sweet 
thing, Daphne, changed into a 
laurel while fleeing from Apollo. 
But I must snap out of it. and 
reenter that mundane _ realm 
wherein a great jurist once said: 
“The power to tax is the power 
to destroy.’”—Fake, D. J., dis- 
senting in A. L. Lusthaus v. 
Commissioner. 


cluded from the operation 
of this chapter, shall be 
subject to taxation an- 
nually under this chapter 
at its true value, and shall 
be valued by the asses- 
sors of the respective tax- 
ing districts.” 


Prior to the amendment 
of this section by Assem- 
bly No. 396 so as to 
exclude any intangible 
personal property what- 
soever from the property 
which is taxable, this lan- 
guage was broad enough 
to include the taxation of 
intangibles. However, in- 
tangibles owned by indi- 
viduals were rarely taxed. 
A statewide survey of as- 
sessors made by the Com- 
mission on Taxation of 
Intangible Personal Prop- 
erty in 1944 showed that 


intangibles are specifically 
taxed as such by applying 
the tax rate to the specific intangibles, in the 
same manner in which real estate and tangi- 
ble personal property are specifically taxed. 
In these states, the taxability of intangibles 
of nonresident individuals and corporations 
is ordinarily tested by the “business situs” 
theory, by a determination of whether the 
intangibles are used in or arise out of busi- 
ness transacted in the taxing state. (Colgate- 
Palmolive Peet Co. v. Davis et al., (Ga.) 27 
S. E. (2d) 326; North Carolina Revenue 
Act, Art. VIII, Sec. 708; Ohio G. C., 
Sec. 5328-1; Commonwealth v. United Ciga- 
rette Machine Co., 119 Va. 447, 89 S. E. 935.) 
The leading decision of the Supreme Court 
of the United States in this connection is 
Vheeling Steel Corporation v. Fox et al., 298 
U. S. 193, where that court approved the 
“business situs” theory of the situs of in- 
tangibles, which gives to the intangibles of 
a foreign corporation a taxable situs at the 
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the intangible personalty 
of individuals was rarely 
assessed anywhere in the state and that the 
total state and municipal revenue from this 
source was only $7,000 in 1944. 


Before the 1938 assessments, intangibles 
of business corporations were also seldom 
assessed. _ In 1938, however, intensive as- 
sessment of the intangibles of New Jersey 
corporations was begun by one of the larger 
municipalities of the state and this was soon 
followed by a number of other communities. 


In May, 1939, the Supreme Court of the 
United States ruled in a decision appealed 
from the Court of Errors and Appeals of 
New Jersey, Newark Fire Insurance Co. v. 
State Board of Tax Appeals et al., 307 U. S. 
315, 59 S. Ct. 918, that where intangible 
personal property of an insurance company 
had acquired a business situs in a foreign 
state, the domiciliary state still had juris- 
diction to levy a personal property tax on 
such property, even though such intangibles 


503 





formed an integral part of the business done 
by such corporation in the foreign state. 
This decision, coming after the taxation of 
the intangibles of New Jersey business 
corporations, wherever operating, had been 
inaugurated by a number of municipalities, 
gave indication of authority for such action. 


Situs of Intangibles 


In the assessment of the intangibles of 
New Jersey business corporations in 1938 
and subsequently, the location of the regis- 
tered office in the state was regarded as 
the factor which, under certain circum- 
stances, gave a situs to the corporation’s 
intangibles. (Herdman Motor Co. v. State 
Board of Tax Appeals et al., 194 Atl. 870.) 
The basis for this was R. S. 54:4-18, which 
has been repealed by Assembly No. 396, 
which provided: 


“Corporations of this State shall be re- 
garded as residents and inhabitants of the 
taxing district where their chief office is 
located, and their personal property shall 
be taxed the same as that of an individual, 
except as in this chapter otherwise provided.” 


The quoted provisions were applied in 
1938 and thereafter not only to the intangi- 
bles of those New Jersey corporations 
which had business activities and maintained 
their principal business offices within the 
state, but also to New Jersey corporations 
which had no business activities within the 
state but were active solely in other states. 
The companies last mentioned had only a 
“statutory office” in New Jersey at which 
service of process upon them might be made. 
As to them, their chief offices were regarded 


as being located in the municipalities jp 
which their statutory offices were located. 
As a result, many New Jersey corporations 
with only statutory offices in that state were 
called upon to pay substantial property 
taxes on their intangibles. To avoid this, 
a large number of such companies, as well 
as others active locally which had their 
principal business offices in the cities im- 
posing such taxes, moved their statutory 
offices to municipalities where the tax rates 
were much lower, or where no intangibles 
tax had been previously assessed, in the 
hope of reducing or eliminating taxation of 
their intangibles. 


A Probable Effect of the New Law 


It is probable that, as a result of the 
enactment of the law imposing the new 
franchise tax and the law repealing the pro- 
visions relating to the taxation of intangi- 
bles, many such New Jersey corporations, 
which removed their statutory offices to 
other communities, may be expected to re- 
turn their statutory offices to the municipali- 
ties in which these offices were formerly 
located, or to other municipalities where 
their convenience may be served to greater 
advantage, since the new Corporation Busi- 
ness Tax Act provides for the payment of 
a tax which will be the same, regardless 
of the location of a corporation’s statutory 
office, business office or other office within 
the state and since the companion act re- 
moves all intangible personal property of 
individuals and business corporations from 
the local tax base. 


[The End] 


= ior 


The Eternal Quest—Home, Where Art Thou? 


Courts are still hot on the trail but don’t seem to have quite yet pinned down that 


definition of “home.” 


The famous Tax Court concept of home as the place 
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where you work was tossed overboard, perhaps you remember, by the Circuit 
Court of Appeals for the ninth circuit in favor of actress Ina Claire, but the 
idea was salvaged and has lived on. A new step in the direction of the poets 
and their “home is where the heart is” was taken by the Circuit Court of Appeals 
for the fifth circuit in Flowers v. Com. That court thinks the “home” envis- 
aged in the income tax statutes is not the place where you work, even if you 
do seem to spend most of your life there, but instead “that place where one in 
fact resides”, “a home in which the producer lives with his dependents.” So 
perhaps you won’t need an “at home” sign on your office door. That is—until 


another court declares that you live at Novel Nuts and Bolts, Inc. and not 
in the old homestead. 
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By HILARY H. SAX 


STOCK 
()PTIONS 


The author, a graduate of Harvard Law 

School, is a member of the Illinois Bar and 

of the Chicago tax department of a national 
firm of accountants. 


| N RECENT YEARS the practice of com- 

pensating certain employees (usually 
officers of a corporation) with the options 
to buy ‘the stock of the employer has become 
quite general. Why is another problem— 
ours will be to examine these important 
questions: Does the exercise of the option 
result in additional compensation to the 
employee? Is an agreement providing for 
such options termed a “bargain purchase”? 
The courts have, in the cases presented to 
them, considered many facets of the prob- 
lem, but their decisions have necessarily 
been limited to the stock agreement before 
them. Had the agreement been worded 
differently, a different conclusion might have 
been reached. This is the case with the 
recent Supreme Court decision of John H. 
Smith v. Commissioner, 323 U. S. —, 89 


L. Ed. 569, February 26, 1945 [45-1 ustc 
79187]. 


Market Value 
and Option Price 


In the usual case, the officer of the cor- 
poration is permitted to buy corporate stock 
at a price below the market value of the 
stock at the time the option is exercised. 
Because of this difference between market 
value and option price, the Bureau of In- 
ternal Revenue has held that this differential 
in price should be included in the gross 


_ +See cases cited in the outline of court find- 
ings implying ‘‘additional compensation’’ in the 
text following. 


Stock Options 


income of the employee if the purpose of 
the stock option was to confer additional 
compensation to the officer.” On the other 
hand, the difference in price* need not be 
included in the gross income if the stock 
option was for reasons other than to con- 
fer additional compensation. 


By considering the amount of the differ- 
ential as additional compensation, the officer 
is subject to tax at the time he receives 
the stock. For example, assume he has an 
option for 1,000 shares, the option price is 
$25 per share and the market price is $100 
per share on the date he exercised the 
cption; then the difference between the 
market price and the option price is con- 
sidered additional compensation ($100 minus 
$25 is $75 additional compensation on each 
share). Also, assuming his salary is $50,000 
per year and the officer has no other income, 
he would report $125,000 as his gross in- 
come for the year ($50,000 plus the $75,000 
resulting from the exercise of the option). 
This puts him in a high surtax bracket. 
Moreover, in such an option, the optionee 
is taxed when he receives the stock and 
again when he sells it for a profit. 


But he is taxed only once—the time when 
he sells it at a profit—if the option is con- 


2 The difference between market price and the 
option price of the stock on the date the option 
is exercised will be termed, in this article, a 
differential. Unless expressed otherwise, the 
term ‘‘differential’’ will also mean that the 
market price was higher than the option price 
on the date the option was exercised. 
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sidered as merely an opportunity to make 
a purchase of stock at a price below market 
value. Such options are called “bargain 
purchases”. The term “bargain purchase” 
means a purchase and sales agreement has 
been entered into between the corporation 
and one of its officer-employees whereby 
the officer is permitted to buy stock from 
the corporation at a price lower than the 
price he would have to pay on the market. 
When this officer buys the stock under the 
“bargain purchase” agreement, he receives 
no taxable income when he receives the 
property, and he would report as income 
only his salary. For this reason he pays no 
tax when he receives the stock, but when he 
sells the stock, he will be taxed upon the 
capital gain, if there is any. 


The Smith Case 


The facts in the Smith case are that the 
Hawley Corporation had been in financial 
difficulties and had an indebtedness of 
$2,790,150. As a result, Hawley made a 
contract with the Western Corporation, which 
contract provided that the Western Corpo- 
ration was to retire annually a certain amount 
of Hawley Corporation’s indebtedness. If 
the Western Corporation were successful, 
Western would receive a specified amount 
of Hawley Corporation stock as soon as 
Hawley’s indebtedness was reduced by the 
sum of $1,400,000. For this reason Western 
Corporation would get the stock only if it 
performed the condition precedent.* 


John H. Smith, the petitioner in the Tax 
Court but the respondent in the United 
States Supreme Court, was employed by the 
Western Corporation, and in the course of 
his employment he was active in the re- 
organization of the Hawley Corporation. 
“As a reward for services rendered by 
petitioner’’,* the president of Western Cor- 
poration in December, 1934, gave Smith 
an option to purchase a portion of the 
Hawley stock which might be acquired by 
Western Corporation at an option price 
of ten cents a share, the market price on 
the date that the option was granted. 


As Smith was very active in the reorgan- 
ization of the Hawley Corporation, he had 


3 As the term ‘‘condition precedent’’ is used in 
this instance, it means that before the Hawley 
Corporation becomes obligated to deliver the 
stock to Western, and before Western has the 
right to the stock, Western must perform the 
act of reducing Hawley’s indebtedness. On this 
point see Williston on Contracts, Volume 3, 
# 663. 666 and 666A (Baker, Voorhis & Co.) 
New York, 1936. 

*John H. Smith, 3 TC — (1943) [CCH Dec. 
13,019(M)] 
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material influence as to whether Hawley’s 
indebtedness would be reduced the required 
amount. If he had failed, the Western Cor. 
poration might have received no compensa- 
tion in Hawley’s stock. For this reason, 
Western Corporation appreciated that Smith 
did all in his power to perform the con- 
dition, and “as a reward for his services,”! 
he received an option. The option could 
be exercised at any time until January 1, 
1940, by Smith, his heirs or assigns. 


On or before March 18, 1938, Western 
Corporation successfully performed its con- 
tract, thereby fulfilling the condition prece- 
dent. By such performance the: Western 
Corporation received the shares. Smith, 
through the exercise of his option, was en- 
titled to a certain number of these shares 
received; he exercised his option in 1938 
and in 1939. At the time he exercised the 
option, the market price was much higher 
than the option price. 


In the years of exercise he failed to report 
any part of this differential in his tax re- 
turns. He contended that this differential 
was not taxable income because it was only 
a purchase of property at a “bargain price” 
and that he would be liable for taxes only 
if he sold the shares at a profit.® But the 
Commissioner of Internal Revenue con- 
tended that the differential was additional 
compensation to Smith for his personal 
services. 

The Tax Court affirmed the Commis- 
sioner: “It is indisputable that Western 
gave the option to petitioner as compensa- 
tion for services rendered in effecting the 
reorganization of Hawley. It is so stated 
in the Western corporate resolution and in 
the option itself. Furthermore, the peti- 
tioner testified that the option was given 
to him as compensation for such services 

The basic facts are that the petitioner 
was given an option as compensation for 
services and that he realized gains in the 
taxable vears pursuant to the exercise of 
the option. It is a settled rule that when 
an option is given to an employee as com- 
pensation for services, rendered or to be 
rendered, the gain realized through the exer- 
cise of such option is taxable as realized 
compensation Accordingly, it is held 
that the difference between the option price 
and the fair market value of such common 
stock acquired by petitioner pursuant to the 
ontion was taxable as compensation received 
by petitioner in the taxable years.” 


5 John H. Smith, supra. 
6 See cases cited in the outline of court find 


ings implying a ‘‘purchase and sales agreement” 
in the text following. 
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But the Circuit Court of Appeals of the 
Ninth Circuit reversed the Tax Court:' “Peti- 
tioner’s Hawley stock was not issued to 
him as compensation for services, but was 
purchased by him pursuant to an option. 
The option [only] was granted him as com- 
pensation for services, but the option was 
not stock or the equivalent of stock.” It 
seems that the view of the Court was that 
taxability as added compensation depended 
upon whether there existed a differential 
between market price and option price on 
the date option was granted. Its view was 
that there was no additional compensation 
in this instance because no _ differential 
existed on that date. 


The Circuit Court of Appeals inferred 
that the exercise of the option caused addi- 
tional compensation only if a differential 
existed on the date the option was granted. 
The inference is that to be liable for addi- 
tional compensation for the differential be- 
tween market price and option price on the 
date the option was exercised, a differential 
aiso must have existed on the date the option 
was granted. The Court ruled that since there 
was no differential on the option’s granted 
date, there would be no tax on the option’s 
exercising date. The Court ruled in this 
manner because it believed that the exercise 
of the option was only a purchase of property. 


But the U. S. Supreme Court took a 
broader outlook upon the exercise of an 
option and reversed the Circuit Court of 
Appeals on this point.’ The U. S. Supreme 
Court held that the exercise of the option 
resulted in additional compensation: “And 
as the option was not found to have any 
market value when given, it could not itself 
operate to compensate [the] respondent 
[Smith]. It could do so only as it might 
be the means of securing the transfer of 
the shares of stock from the employer to 
the employee at a price less than their 
market value Hence the compensa- 
tion for respondent’s services, which the 
parties contemplated, plainly was not con- 
fned to the mere delivery to respondent 
of an option of no present value, but in- 
cluded the compensation obtainable by the 
exercise of the option given for that purpose 

The Tax Court thus found that the 
option was given to respondent as com- 
pensation for services, and implicitly that 
the compensation referred to was the excess 
_'John H. Smith v. Commissioner, 142 F. (2d) 
818 (CCA-9, 1944) [44-1 ustc § 9337]. 

S John H. Smith v. Commissioner, 323 U. S. —, 


89 L. Ed. 569, February 26, 1945 [45-1 vustc 
9187]. 
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in value of the shares of stock over the 
option price whenever the option was exer- 
cised.”* For this reason, the Supreme Court 
affirmed the Tax Court in its holding that 
Smith received $81,021.60 and $71,660.98 as 
additional compensation in the years during 
which he did receive the stock. From the 
Smith case and other cases the general rule 
that_is derived is that when the right to 
purchase stock is granted as compensation 
for services rendered or to be rendered, 
then the differential constitutes part of the 
employee’s gross income in the year of 
stock acquisition and is deductible by the 
corporation as compensation paid to its 
employee in the same year. 


In the Smith case the U. S. Supreme Court 
determined that the purpose of the option 
was to confer additional compensation, but, 
in many other cases, it is a difficult question 
to determine whether the right to purchase 
was granted as additional .compensation, 
especially since the parties in their written 
agreements are silent on that point. In 
these other cases the courts in deciding the 
question of whether additional compensa- 
tion was intended, infer such an intention 
from the surrounding circumstances.” 


It is important, therefore, to learn which 
facts from the “surrounding circumstances” 
the courts have emphasized. The following 
court findings are first, those facts imply- 
ing “additional compensation” and second, 
those facts implying a “purchase and sales 
agreement”. 


Additional Compensation 


Facts which imply that the option’s exer- 
cise would give optionee additional com- 
pensation: 

1. The employee voluntarily reduced his 
salary or salary was reduced and the exer- 
cise of the stock option was to compensate 
him for the reduction. Estate of Edward J. 
Connolly, 45 BTA 374 (1941) [CCH Dec. 
12,120]; Albert Russel Erskine, 26 BTA 147 
(1932) [CCH Dec. 7586]. 


2. The optionee had served the corpora- 
tion at a fixed rate of compensation which 
was greatly disproportionate to the value 
of his services. The value of his services 
was greatly in excess of the compensation 
that had been received by him. Estate of 
Edward J. Connolly, supra. 


® See cases cited in the outline of court findings 
implying ‘‘additional compensation’’ in the text 
following. 


1°41 Columbia Law Review 239 at 252. 
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3. The purpose of the option was to 
adjust employee’s compensation for his past, 
present and future services. Estate of Edward 
J. Connolly, supra. 


4. The employee was to receive stock 
under a bonus plan, which plan stated that 
the amount of bonus was to be converted 
into stock. Mason v. Commissioner of In- 
ternal Revenue, 125 F. (2d) 540 (CCA-6, 
1942) [42-1 ustc J 9217]. 


5. Additional compensation is presumed 


if salary was converted into stock. Albert 
Russel Erskine, supra. 


¥ 6. The option would be more likely to 
be considered as additional compensation if 
there were no obligation to purchase the 
stock. Mason v. Commissioner; Albert Rus- 
sel Erskine, supra. 


7. The use in the option agreement of 
expressions such as “future compensation” 
shows an intention that stock constitute 
additional compensation. Mason v. Com- 
missioner; Albert Russel Erskine, supra. 


8. There is no right to purchase the stock 
except in the amount as measured by the 
bonus. Albert Russel Erskine, supra. 


9. Permission to make an immediate sale 
upon exercise of the option leads to an in- 
ference that additional compensation was 
intended whereas a restriction upon sale 
leads one to infer that the employee was 
intended to become merely a stockholder. 
Albert Russel Erskine, supra. 


10. Options which are granted for the 
purpose of augmenting the employee’s com- 
pensation cause additional compensation when 
they are exercised. Albert Russel Erskine, 
supra; W. M. Ritter Lumber Company, 30 
BTA 231 (1934) [CCH Dec. 8491]; Estate 
of Edward J. Connolly, supra. 


11. The terms, conditions, salary, or bonus 
of the employee or his employment were 
changed as a result of the stock option plan. 
Albert Russel Erskine, supra; W. M. Ritter 
Lumber Company, supra; Delbert B. Geese- 
man, 38 BTA 258 (1938) [CCH Dec. 10,112]; 
Commercial Investment Trust, 28 BTA 143 
(1933) [CCH Dec. 8069]. 


12. The option contract was essentially 
one of employment. For this reason all that 
the optionee realized therefrom was com- 
pensation for services and income at the 
time the stock was received. Albert Russel 
Erskine, supra; Philip WV. Haberman, 31 BTA 
75 (1934) [CCH Dec. 8677]. 


13. The option contract represents, as a 
whole, an employment contract and was not 
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part of a general corporate plan. 


Albert 
Russel Erskine, supra. 


‘14. No time was fixed during which the 
stock would not be disposed of. Albert 
Russel Erskine, supra; 41 Columbia Law Re- 
view 239. 


15. Stock option plan was in substance 
a bonus plan or replaced a bonus plan, 
Albert Russel Erskine, supra. 


Intent of Parties 


Facts which imply additional compen- 
sation was intended because the optionee’s 
consideration for this agreement was to 
be the services which he had rendered or 
would render in the future: 


16. Since an option contract must be sup- 
ported by consideration, and since the op- 
tionee gave only his services in consideration, 
the option contract amounted to a contract 
for his services. Albert Russel Erskine, supra. 


17. The option was “in recognition of the 
valuable and faithful service of the employee 
and in appreciation of his loyal and untiring 
efforts in building the business to its present 
status”. Edward J. Epsen, 44 BTA 322 (1941) 
[CCH Dec. 11,792]. 


18. A part of the consideration for the 
stock was the valuable service which he had 
rendered. The consideration was a certain 
cost per share plus the valuable services 
he had rendered. Edward J. Epsen, supra. 


19. Part of the consideration that the 
optionee gave for the option agreement was 
his obligation to serve the corporation for 
the period covered by the agreement. Albert 
Russel Erskine, supra. 


20. “The petitioner here could not have 
bought his shares of stock until he had 
performed the services required of him— 
the petitioner was not intended to buy any 
of the stock until he had performed the 


services required of him”. Albert Russel 
Erskine, supra. 


Incentive 


Facts which imply additional compen- 
sation because option’s purpose was to 
give an incentive to increase efficiency, loyalty 
and length of service: 

21. The best interests of the corporation 
would be served by the continued wiling- 
ness of the employees to serve the corpora- 
tion and to exercise in the administration 
of its affairs the same degree of effort and 
skill as formerly; as an inducement this 
stock-option plan was offered. Estate of 
Edward J. Connolly, supra. . 
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22, Parties contemplated that long and 
arduous effort would be required to make 
profits, which in turn would increase the 
market price of the stock. 41 Columbia Law 
Review 239. 

23, The exercise of the option would de- 
pend upon the profits of the corporation, 
which in turn would depend upon the serv- 
ices of the petitioner. 41 Columbia Law 
Review 239; Albert Russel Erskine, supra; 
Alger-Sullivan Lumber Co. v. Commissioner, 
57 F. (2d) 3 (CCA-5, 1932) [3 ustc 7 921]. 


24. The optionee’s efforts would be a 
material cause in affecting the movements 
of the stock values upwards. 41 Columbia 
Law Review 239, 

25. The “right to purchase stock was 
in fact additional compensation to the em- 
ployee for in such a situation, there is not 
a bona fide purchase and sale and therCourt 
will look through the form and to the sub- 
stance of the transaction”. E. R. Hawke v. 
Commissioner, 109 F. (2d) 946 at 949 (CCA-9, 
1940) [40-1 ustc J 9281]. 


26. The form of the option contract is 
not as important as the substance of it. 
Clarence L. Landen, TC memo. op., January 
14, 1943 [CCH Dec. 12,936-A]. 


27. Continued employment of the optionee 
was dependent upon the receipt by him of 
the right to purchase the stock at less than 
the market price. Delbert B. Geeseman, 38 
BTA 258 (1938) [CCH Dec. 10,112]. 


Other Factors 


Other factors which influenced the court 
in holding that the exercise of the option 
causes additional compensation: 


28. The exercise of the option is more 
likely to be considered as causing additional 
compensation if the option was given for 
a price far below the actual value of the 
stock at that time. D. C. Bothwell, 27 BTA 
1351 at 1356 (1933) [CCH Dec. 8041]; aff'd 
77 F. (2d) 35 (CCA-10, 1935) [35-1 ustc 
£9302]. 


29. Additional compensation was implied 
if the option was not a purchase contract 
because the contract failed to meet the 
requirements of a purchase and sales con- 
tract. Alger-Sullivan Lumber Co. v. Com- 
missioner, supra. 


30. A bonus was intended if the differ- 
ential existed when the option was granted. 
The court stated that the differential indi- 
cated that the payment of (additional) com- 
pensation was the prime motive for making 
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the option agreement. Albert Russel Erskine, 
supra; Delbert B. Geeseman, supra; 41 Colum- 
bia Law Review 239. 


31. The option plan is more likely to 
be called additional compensation if the 
corporation could cancel the plan at any 
time. Charles E. Adams, 39 BTA 387 (1939) 
[CCH Dec. 10,591]. 


32. When cash salary must be turned 
into stock, then stock is considered addi- 
tional compensation. Albert Russel Erskine, 
supra. 


33. The Board of Directors have not 
authority to sell corporate property at a 
price known to be less than cost or market 
value. For this reason the inference is 
that they intended the amount of the differ- 
ential between cost and market value of 
the stock to be additional compensation. 
Albert Russel Erskine, supra. 


34. The exercise of the option is more 
likely to be viewed as causing additional 
compensation when the petitioner assumed 
no risk of subsequent decline in the market 
value of the shares below the price named 
in the agreement. This is especially true 
if the option agreement put him under no 
obligation to buy. Albert Russel Erskine, 
supra. 


Computation of Additional 
Compensation 


The additional compensation is an amount 
which is either the differential or the amount 
of the dividend credits that is applied on the 
purchase price of the stock. 


35. The exercise of the option is addi- 
tional compensation when option is exer- 
cised and not when granted. Bradley W. 
Palmer v. Commissioner, 302 U. S. 63 (1937) 
[37-2 ustc § 9532]; Delbert B. Geeseman, 
supra; Philip W. Haberman, supra; Albert 
Russel Erskine, supra; Estate of Edward J. 
Connolly, supra. 


36. The exercise of the right rather than 
the right itself is considered additional com- 
pensation. Bradley W. Palmer v. Commis- 
sioner, supra; Philip W. Haberman, supra; 
Albert Russel Erskine, supra. 


37. When the value of the right to buy 
the shares of stock in excess of market 
value represents compensation for services 
rendered, then such compensation, to what- 
ever extent it represents realized income, is 
taxable in the year of its receipt. Albert 
Russel Erskine, supra. 


509 





38. The total credits applied on the stock 
purchase price in the year the stock was 
transferred were additional compensation 
and not the yearly dividend credits. Gordon 
M. Evans, 38 BTA 1406 (1939) [CCH Dec. 
10,538]; Omaha National Bank et al. v. Com- 
misstoner, 75 F. (2d) 434 (1935) [35-1 ustc 
7 9140]. 


As stated previously, every stock option 
contract has in it the element of compensa- 
tion and the element of a purchase and sales 
agreement. 


Bargain Purchase 


In every stock option contract there is 
the element of compensation and there is 
also the element of a purchase and sales 
agreement. When the court emphasizes the 
first factor, it holds that the employee’s exer- 
cise of the option created additional compen- 
sation. But, when the court determines that the 
option agreement was a purchase and sales 
agreement, then the court holds that the 
employee’s exercise of the option does not 
create additional compensation. 


Under the latter type of contract, obli- 
gations have been exchanged between the 
parties, but such an exchange of obliga- 
tions did not take place in the Smith case 
as Smith was never obligated to purchase 
the shares. Whenever it is necessary to 
substantiate that the option and its exer- 
cise were part of a sales agreement, the 
agreement must emphasize those elements 
of a sales contract which courts have con- 
sidered in previous cases on this same problem. 
Similarly, the Smith contract should have 
deleted all language of “further compensa- 
tion” and should have made an agreement 
whereby it was required that the option 
was to be exercised immediately. If this 
cption had been exercised immediately, then 
no income would have been realized on the 
option’s exercise since the option price was 
the same as the market price at the date 
or the exercise. The immediate exercise of 
the option would have resulted in an assign- 
ment by Western of all of its rights, title 
and interest in the certain number of shares 
listed in the option. In this instance, the 
assignment would have been considered as 
a transfer of property at a price that was 
equal to the market value of the stock. 
For this reason, there would have been no 
differential that could have been ircluded 
under Regulations 111 in the emplovee’s 
cross income. Under this agreement Smith 
would be liable for the price but the pay- 
ment would be postponed until the bank 
delivered the shares to him. 
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In addition, the suggested type of con- 
tract would have emphasized the elements 
of a sales agreement; moreover, Western 
might have stated that one of the purposes 
for granting the option was that the cor. 
poration wanted Smith to become a stock. 
holder. Such a purpose would have taken 
advantage of the Tax Court’s suggestion in 
that the exercise of the option is not con- 
sidered as creating additional compensation 
if the purpose of the option was “to increase 
the emplovee’s interest and proprietary atti- 
tude toward the employer corporation.” 


In the same manner the agreement in the 
Smith case should have emphasized the ele- 
ments of a sales agreement which the courts 
have recognized in considering this prob- 
lem in previous cases. 


Court findings as to what facts cause 
inferences that a purchase and sales agree- 
ment had been entered into: 


1. The officer considered the stock option 
plan as an opportunity to make a heavy 
investment. Irving D. Rossheim v. Com- 
missioner, 92 F. (2d) 247 (CCA-3, 1937) 
[37-2 ustc J 9467]; rev’g 31 BTA 857 [CCH 
Dec. 8825]. 


2. It was a contract to buy; the offeree 
ran the risk of subsequent loss in the value 
ot the stock. Omaha National Bank v. Com- 
missioner, supra. 


“3. The corporation did not enter into 
employment contracts with its officers. Irving 
D. Rossheim v. Commissioner, supra. 


4. The corporation did not give bonuses 
to its officers. Irving D. Rossheim v. Com- 
missioner, supra. 


5. Stock was delivered on a contract of 
purchase and the optionee became the owner 
under his agreement to purchase. Omaha 
National Bank v. Commissioner, supra. 


6. A sale was intended, not additional 
compensation. Rose v. Trust Co. of Georgia, 
28 F. (2d) 767 (CCA-5, 1928) [1 vustc 
7 331]. 


7. No purchase contract exists if the con- 
tract does not meet the requirements of a 
sale.” 


8. A bargain purchase is to be inferred 
if the option was granted without any change 


[Continued on page 564] 


Jt is necessary that a binding contract to 
purchase the shares be made; otherwise the 
optionee-employee is taxed for the full market 
value of the shares (less his cost) on the date 
that the shares are transferred to him. Herbert 
H. Springford, 41 BTA 1001 [CCH Dec. 11,083]. 
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By LEO A. DIAMOND 


The unique decision of McDonald v. Commissioner analyzed by a member of 
the New York Bar and former Special Assistant to the Chief Counsel, Bureau of 


Internal Revenue. 


Reprinted by special permission from the Pennsylvania Bar 


Association Quarterly of April, 1945. 


| I'TTLE did Michael F. McDonald, Esq., 
4of Wilkes-Barre, a member of the Penn- 


sylvania State Bar Association, anticipate 
in 1939 that within five years his name 
would, to borrow shamelessly from Thomas 
Reed Powell, “become forever enrolled in 
sheep and buckram with such famous com- 
panions as Messrs. Dred Scott, Yick Wo, 
Ju) Toy, Marbury, Madison, M’Culloch, 
Brown, Weston, Pollock and many others, 
including the contemporary ubiquitous and 
receptive Mr. Helvering. Such is neverthe- 
less the case.” *: Nor did he foresee that over 
him the members of the august Supreme 
Court of the United States would, on No- 
vember 20, 1944, disagree among themselves, 
render their first 5 to 4 decision of the Octo- 
ber 1944 Term? and cast doubt on the scope 
of a Congressional enactment deliberately 
designed to end doubt. And, gentle readers, 
how did it all arise? Because of nothing 
more dramatic an event than a local political 
campaign which he waged unsuccessiully in 


‘Powell, State Inheritance Taxes on Indians, 
% Col.. i. BR. 836. 


* McDonald v. Commissioner, 323 U. S. 57, 65 
S. ct 96. 


The Shadow of McDonald 


1939 for election as a Judge of the Court 
of Common Pleas! 

Governor Earle, in December 1938, ap- 
pointed Mr. McDonald to fill out an unex- 
pired term as Common Pleas Judge of 
Luzerne County. The appointee forsook his 
law practice and accepted the judicial office 
with the understanding that he would, in 1939, 
be a candidate in the primary and general 
election for a full 10-year term commencing 
January 1, 1940 with annual salary of 
$12,000. During the campaign he “contrib- 
uted” to the Democratic organization of 
Luzerne County an $8000 “assessment” 
levied by the party for general campaign 
purposes; in addition, he personally expend- 
ed over $5000 for advertising, traveling, 
printing, etc. These disbursements yielded 
no apparent reward to him for, not unlike 
others buffeted by political vicissitudes, he 
was defeated in the general election. 

When making up his federal income tax 
return for 1939, McDonald claimed as “re- 
election expenses” the amounts of the party 
assessment and the personal outlays, hop- 
ing, apparently, that he would have better 
luck with the Bureau of Internal Revenue 
than did a fellow Pennsylvanian in an earlier 
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year, former Senator David A. Reed, with 
respect to the deductibility of the latter’s 
Senatorial election expenses in the early 
Twenties. But the Bureau, having a long 
memory, was not inclined to treat Mr. Mc- 
Donald any more liberally than it and the 
Board of Tax Appeals had treated Senator 
Reed? Accordingly, the Commissioner dis- 
allowed McDonald’s “reelection expenses” 
and asserted a deficiency. This resulted in 
the taxpayer filing a petition, in November 
1941, with the Board of Tax Appeals for 
redetermination of that proposed deficiency. 


While the case was pending before the 
Board significant developments were abrew- 
ing on Capitol Hill in Washington. During 
most of 1942 Congress considered legisla- 
tion that eventuated as the Revenue Act of 
1942. Section 121 thereof contained a new 
relief provision relating to so-called non- 
trade or non-business expenses. That pro- 
vision, now known as section 23 (a) (2) of 
the Internal Revenue Code and written in 
very simple words (unlike so much in the 
Code!) allows an individual to deduct from 
his gross income all ordinary and necessary 
amounts paid or incurred for the “produc- 
tion or collection of income, or for the man- 
agement, conservation, or maintenance of 
property held for the production of in- 
come.’* Before The Tax Court of the 
United States—called the Board of Tax 
Appeals prior to the enactment of the Rev- 
enue Act of 1942—McDonald pressed, inter 
alia, a contention (not available to him at 
the time he filed his petition) that his total 
1939 campaign disbursements were properly 
deductible as having been incurred for the 
purposes set forth in section 23 (a) (2), 
supra. 


Judge Hill of the Tax Court, like the 
Commissioner of Internal Revenue, saw no 
reason to distinguish the case before him 
from the Reed decision on McDonald’s 
theory that as Common Pleas Judge he was 
running for reelection whereas Reed was run- 
ning for election as United States Senator. 
Consequently, Judge Hill held that no de- 
duction was allowable to McDonald for 
campaign expenditures as “business ex- 
penses” under section 23 (a) (1). Further- 
more, thought Judge Hill, section 23 (a) (2) 
was never intended to cover election ex- 
penses, which he denominated as purely 
personal. And in peroration he exclaimed: 


“Furthermore, the concept that the hold- 
ing not only of a high judicial office but of 





3 Reed v. Commissioner, 13 B. T. A. 513 (1928). 

* This new deduction is in addition to the es- 
tablished deduction for business expenses found 
in section 23 (a) (1). 
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represent expenses ‘paid * * * for the pro- § with 
duction or collection of income, or for the § ments 
management, conservation or maintenance § States 
of property held for the production of jn- | deduc 
come’.’’® paid 
thoug 
In view of section 48 (d) of the Internal ] the d 
Revenue Code which provides that perform- J that 
ance of the functions of any public office § fnan 
constitutes the carrying on of a “trade or I Cong 
business,” Judge Hill’s sensitiveness sounds | Depa 
somewhat shrill.® callec 
On his petition for review of Judge Hill's | "4! 
decision, McDonald was no more successful the I 
in the Circuit Court of Appeals.’ Speaking | “a! 
for an undivided Court, Judge McLaughlin 23 (a 
held, affirming the Tax Court, that although Fa 
the campaign disbursements were legitimate } Cour 
in their entirety they may well be consid- } furte 
ered as being in the nature of capital | toa 
expenditures; moreover, citing the Commis- | relati 
sioner’s regulations, that type of disburse- | tion 
ment is not deductible under section 23 (a) |. “asse 
(2). He did not, however, feel called upon | Thre 
to descant on public policy aspects, real or | the ( 
imagined, as did the Tax Court. Mr. 
Undaunted, notwithstanding the rebuffs | agg 
given him thus far, and despite the absence | ~ ™ 
of any conflict in lower court decisions, Mr. | Mr 
McDonald petitioned the Supreme Court to | . 
grant certiorari. Interestingly enough the | prea 
Supreme Court yielded “to give a definitive tion 
judicial answer to an important problem in that 
the administration of the federal income appli 
tax.”* One may be permitted to entertainJ_ M 
not unreasonable doubts as to whether the § Lau: 
judicial answer given by the Court in af-| did 1 
firming the decision below is as “definitive” Cour 
(meaning final) as the Court thought it J unde 
would be. But more of that presently. § men 
offic 
8 McDonald v. Commissioner, 1 T. C. 738 (1943). § @% 1 
Judge Hill’s decision was apparently motivated beca 
by public policy as much as by any other con-§—— 
sideration. To what extent, therefore, the reg °F 
maining 15 judges of the Tax Court agreed with § Proc 
him will forever remain unknown. The official § nual 
report shows no review of his decision by them. § 241-2 
®A contention raised by McDonald that his} * 3 
disbursements were deductible as a loss underf ™ 3 
section 23 (e) (2) was rejected by the Tax Court.— *! 
It met the same fate in the Circuit and Supreme ings. 
Courts and will not be discussed any further in}/77th 
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8 321 U.S. 762 (1944). 23 (e 
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Before analyzing the decision of the Su- 
preme Court it is pertinent to note the sa- 
lient features of the historical background 
of section 23 (a) (2).° In Higgins v. Commis- 
sioner,” decided in January 1941 the Court 
sustained the disallowance of a deduction as 
business expenses, clerical salaries and office 
expenses paid by an investor in connection 
with the handling of his security invest- 
ments and transactions. Similarly, in United 
States v. Pyne™ decided shortly thereafter 
deductions were disallowed for attorney fees 
paid in the administration of an estate al- 
though the executor continued to conserve 
the decedent’s estate in a manner similar to 
that followed by him as an investor and 
financier. Following these two decisions, 
Congress was importuned by the Treasury 
Department to allow deductions for so- 
called non-business or non-trade expenses,” 
and it can, therefore, be truthfully said that 
the Higgins decision constitutes the imme- 
diate impetus for the enactment of section 
23 (a) (2) via the Revenue Act of 1942. 


Faced with that legislative history the 
Court, speaking through Mr. Justice Frank- 
furter, held that McDonald was not entitled 
to a deduction either under section 23 (a) (1), 
relating to business expenses, or under sec- 
tion 23 (a) (2) for any part of the $8000 
“assessment” or of his actual expenditures. 
Three other members of the Court, namely, 
the Chief Justice, Mr. Justice Roberts and 
Mr. Justice Jackson, joined in the opinion 
written by Mr. Justice Frankfurter whereas 
Mr. Justice Rutledge concurred only in the 
result. The four minority justices, led by 
Mr. Justice Black, apparently conceding 
that no deduction was allowable under sec- 
tion 23 (a) (1),% dissented on the ground 
that section 23 (a) (2) was by its terms 
applicable to allow the deduction claimed. 


Mr. Justice Frankfurter, like Judge Mc- 
Laughlin of the Circuit Court of Appeals, 
did not believe with Judge Hill of the Tax 
Court that it was contrary to “basic ideology 
underlying the principles of our govern- 
ment” to consider the holding of a public 
office as constituting a trade or business for 
tax purposes. The Justice did concede that 
because of section 48 (d) of the Internal 

®*For complete historical background, see 
Proceedings of New York University Third An- 
nual Institute on Federal Taxation (1945), pp. 
241-246, 

® 312 U.S. 212 (1941). 

1 313 U. S. 127 (1941). 

"2 House Ways and Means Committee Hear- 
ings, Vol. 1, p. 88, Revenue Revision of 1942, 
77th Cong., 2d Sess. 

% All members of the Court agreed that no 
‘loss’? deduction was allowable under section 
23 (e) (2). See footnote 6. 
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Revenue Code, McDonald could deduct or- 
dinary and necessary expenses incurred in 
the discharge of his functions as a sitting 
judge in the Court of Common Pleas, but, 
he said, McDonald’s campaign expenses and 
party contribution were paid not in his 
business of being a judge but in his efforts 
to become a judge for the full 10-year term. 
Nor did Mr. Justice Frankfurter agree with 
Judge Hill that such disbursements were 
necessarily “personal.” 


It is, however, Mr. Justice Frankfurter’s 
view of the scope of section 23 (a) (2) that 
commands primary attention. Turning to 
the legislative history of that section, he 
opined that it was adopted on the Treasury’s 
recommendation “to afford relief for a spe- 
cifically defined inequitable situation which 
had become manifest” by the decision in the 
Higgins case and that “Congress adopted the 
Treasury proposal for the restricted purpose 
which originated it.” He concluded, there- 
fore, that there was nothing in the enact- 
ment of section 23 (a) (2) which bespoke 
any legislative intention to sweep into the 
situations covered thereby any such ex- 
penditures as campaign disbursements. AIl- 
though disavowing explicitly any holding 
that the discharge of judicial functions does 
not constitute the carrying on of a trade or 
business, Mr. Justice Frankfuiter neverthe- 
less discoursed on several aspects of public 
policy involved in the allowance of deduc- 
tions for tax purposes of campaign expendi- 
tures. Such reliance on “public policy,” even 
if oblique, betrays the difficulty which at 
least the majority members of the Court 
had with the simple words of section 23 


(a) (2). 


Was section 23 (a) (2) designed merely 
to afford relief in the type of situation in- 
volved in the Higgins case or in the Pyne 
case? Mr. Justice Black and three of his 
colleagues did not think so; hence, they saw 
no reason for denying the application of sec- 
tion 23 (a) (2) to bona fide reasonable cam- 
paign expenditures. As pointed out by 
them if Congress intended to cover the nar- 
row factual situation either in Higgins or 
Pyne, and nothing else, it did not have to 
enact language covering expenses incurred 
in the “production or collection of income”; 
the words “management, conservation or 
maintenance of property held for the pro- 





14#Mr. Justice Black vigorously contended that 
in the American democracy campaign expendi- 
tures are certainly ordinary and necessary. 
Merely as a matter of coincidence, he and Mr. 
Justice Murphy (also of the minority) are the 
only justices on the Court who have been 
elected to public office. 
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duction of income” would have been suffi- 
cient for such legislative purpose. Further- 
more, said the minority justices, the Court 
apparently is now holding that section 23 
(a) (2) does not apply to transactions which 
may constitute the carrying on of a trade 
or business. If they are correct, then the 
Court is deciding that issue squarely con- 
trary to the views expressed in the 
Committee Reports explaining the new leg- 
islation.* 


By referring to the legislative history of 
section 23 (a) (2), the Court must have 
implicitly determined that McDonald’s elec- 
tion expenditures fell within the literal 
wording of that section. Resort to legis- 
lative history is, of course, proper in some 
circumstances to find Congressional intent, 
but when the language of the statute is clear 
and unambiguous, there is no need for re- 
sorting to legislative history so as to find 
a construction in disregard of the normal 
and reasonable meaning of such plain lan- 
guage.” Then why did Mr. Justice Frank- 
furter rely on such collateral sources? A 
clue may be found in an observation he had 
made in a wholly different situation and at 
an earlier time that 


“The notion that because the words of 
a statute are plain, its meaning is also plain, 
is merely pernicious over-simplification. It 
is a wooden English doctrine of rather re- 
cent vintage to which lip service has 
on occasion been given here but which since 
the days of Marshall this Court has rejected, 
especially in practice.” ” 


One has the feeling, after reading the 
Frankfurter opinion, that the Court read 
into section 23 (a) (2) limitations which are 
not there expressly nor which are neces- 
sarily required by the legislative history.* 
In that regard, Mr. Justice Black is on 
sounder ground for although he too re- 
ferred to such history, the lesson it taught 
him did not require overriding the plain 
statutory words. Mr. Justice Frankfurter 
and the three brethren joining in his opin- 





% House Report No. 2333, July 14, 1942, p. 75; 
Senate Report No. 1631, October 2, 1942. p } 

1% Cf. United States v. Mo, Pac. R. Co., 278 
U. S. 269, 278. 

1% Dissenting opinion in United States v. Monia, 
317 U. S. 424, 431-2 (1943). 

18 ‘‘We adhere to the view that common sense 
interpretation is the safest rule to follow in the 
administration of income tax laws .. All too 
often the attention of the courts is sought to be 
diverted from the language of a statute sus- 
ceptible of easy interpretation to the confusing 
field of interpretative rules and regulations and 
legislative history.’’ Martin, J., Frank M. Slough 
v. Commissioner (C. C. A. 6, 1945) 454 CCH 
f 9174. 
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ion, it is submitted, mistook what was tion” t 
merely the immediate impetus for the en- Court 
actment of section 23 (a) (2) —1i. e., the 23 (a) 
Higgins case—as the only situation intended For | 
to be covered by that section. By doing so, § courts 
those Justices confused legislative intent 23 (a) 
with legislative purpose. The terms are not § VieW © 
necessarily synonymous. Legislative pur. § thereo! 
pose may be frustrated by inept statutory § OP!™0! 
language; on the other hand the wording s¢¢™S- 
used may, without frustrating such purpose, membe 
go beyond the immediate situation or con-J deny!” 
dition giving rise to the legislation. In suc} pliedly 
latter instance the well established rule js } '"te™P" 
to abide by the words as written, however | ‘Utter: 
courts may differ in their handling of those | S4¥!"S 
situations where there has been a patent § ‘ivide 
bungling of legislative purpose.” — 
sie 
True it is, of course, that the Congres- ae 
sional purpose was to overcome the Higgins } plays 
and Pyne results but it does not follow that } Tystic: 
Congressional intent * was to limit the ap-] ~ 
plication of section 23 (a) (2) to those cases 
or their counterparts. Congress also al- 
lowed for the first time in section 121 of the 
1942 Act a deduction for depreciation on 
property held for the production of in- 
come,” but that certainly was not required 
by either the Higgins or Pyne decisions. Why 
then is it imperative to hold that Congress 
did not intend that the simple and un- 
adorned words of section 23 (a) (2) should 
have their normal meaning? 
The McDonald type of case is in a sense 





TREA 





unique and peculiar. It involved, or at least 
was thought to involve, aspects of public 













policy which are not generally present in Dis 
the ordinary tax controversy. Although in 
the long run that type of case is usually Ne 
correctly categorized for what it is, until 
that time does arrive, the implications of } —— 
the language in the controlling opinion (as Pay 
contrasted with the actual holding) may 
cause many other decisions to be incorrect- Tan 
ly made. Well known, especially among ORT 
lawyers, is the observation that “the right 
answer usually depends on putting the right | re rm 
question at the right time.” With all the§ 4 





wisdom of hindsight, it may now be said 
that the McDonald case was probably not, 
for taxpayers generally, the “right ques- 
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” For an excellent analysis of legislative mo- 
tive as contrasted with legislative intent, see 
Paul, ‘‘Motive and Intent in Federal Tax Law.” 
Selected. Studies in Federal Taxation (2nd Series, 
1938). 

2 To be sure seeking legislative intent is pain- 
fully often a fruitless chase after the will-o'-the- 
wisp. 

1 See section 121 (c) of the 1942 Act amending 
section 23 (e) of the Internal Revenue Code re 
lating to depreciation deductions. 
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to be presented before the Supreme 
the first test under section 


tion” 
Court as 
23 (a) (2). 

For a time, to be sure, the several lower 
courts will be constrained to give section 
23 (a) (2) a very restricted application in 
view of the severely confined interpretation 
thereof found in Mr. Justice Frankfurter’s 
opinion. But all is not so gloomy as it 
seems. Mr. Justice Rutledge, it will be re- 
membered, merely concurred in the result 
denying McDonald a deduction, thus im- 
pliedly at least disapproving of the narrow 
interpretation given by Mr. Justice Frank- 
furter. One may, therefore, be justified in 
saying that the Court is at present evenly 
divided on the issue of narrow versus broad 
application of section 23 (a) (2); and one 
may with equal plausibility assert that, 
given a situation in which public policy 
plays no part, the views expressed by Mr. 
Justice Black as to the broad scope of sec- 
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tion 23 (a) (2) may ultimately prevail— ~ 
with the help of Mr. Justice Rutledge. 
There are countless expenditures which 
prior to the enactment of the Revenue Act 
of 1942 were loosely classified as “personal” 
merely because they were not incurred in a 
trade or business. Because of section 23 (a) 
(2) many of such expenditures should now 
no longer be so classified. The extent to 
which that will occur depends on how soon 
the Supreme Court will modify the views 
expressed by Mr. Justice Frankfurter in the 
McDonald decision. The same holds true 
with respect to so-called “capital” expendi- 
tures. It would indeed be a novel judicial 
phenomenon if one decision, involving a 
special situation, should constrict the free 
play of the simple and unequivocal legisla- 
tive command as is found in section 23 (a) 
(2). The shadow of McDonald v. Commis- 
stoner needs lifting. [The End] 
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By JOHN K. HULSE 


1. AMEND: 
2. CHANGE: 








tions which need attention now . 


LANS FOR DRASTIC CHANGES in 

our federal tax structure have recently 
been advanced by several national organ- 
izations with a view to the stimulation of 
private enterprise and the prevention of un- 
employment. These proposals all bear the 
label of postwar tax plans. To the extent 
that they would discard the principles proven 
to be sound over a period of years, it is need- 
less to remark that they will get nowhere, as 
there is always a limit to experimentation. 
Official Washington has for some time been 
making studies along the lines of postwar 
taxation, but is withholding action until 
there is a reliable indication of the trend 
of conditions—those following V-E day, at 
any rate. 


Meanwhile, there are a few features of the 
present tax law which seem to require re- 
vision to meet pre-postwar and postwar 
conditions, whatever they may prove to be. 
Certain changes should be made for both 
current and future application, wartime or 
peacetime, and certain innovations might 
well be considered for both current and 
future application. 


Dividends on Initial Risk Capital 


In some of the postwar tax plans, the 
theory is advanced that since a corporation 
pays a large income tax on its profits, these 
should not be again taxed to stockholders 
when paid to them as dividends, the idea 
being that this is double taxation. This 
proposal fails, however, to make a very im- 
portant distinction—that of investment in 
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* * * Jaw relating to the taxing of dividends 


* * * provisions applicable to the 


Let’s get our tax-house in order, suggests this Philadelphia C. P. A., for postwar 
tax planning. Before considering a postwar tax program, there are several sec- 
. . and then there are options. Why bedevil the 
taxpayer with options? 






















compensation of officers 









shares of a private enterprise on the one 
hand, and investment in private enterprise 
on the other. 






There are hundreds of corporations whose 
shares are traded in publicly. A small group 
of individuals manages and operates them. 
Purchase of their shares by anyone outside 
the management is simply an investment 
with a view to receiving a dividend income 
and, over a period of time, an enhancement 
in value through the management efforts of 
a small group to which the investor does 
not belong. In deciding whether to invest, 
he has the benefit of the company’s financial 
statements over a period of years in which 
income taxes along with all other taxes are 
treated as a current expense in arriving at 
amounts available for dividends on the 
shares. In making his decision to invest, 
he considers the present dividend rate and 
potential dividends based on the past, pres- 
ent and prospective earnings, after income 
taxes and profits taxes. In such situations 
there is no more reason for exempting part 
of the dividends from tax than for exempting 
part of the income from any other invest- 
ment. One investor simply buys out an- 
other. The corporation gets no benefit from 
the transfer of its shares. Neither its busi- 
ness nor its employment record is affected. 











































































On the other hand there is the small cor- 
poration—a type of private enterprise which 
it is sought to encourage in order to mini- 
mize unemployment—owned by from one 
to half a dozen or more persons, who have 
furnished the risk capital and developed the 
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business, and most or all of whom are active 
in the management. 


Different Taxes for Different 
Corporations 


When our tax laws distinguish between 
these two types of corporations, tax inequi- 
ties can be removed and the encouraging 
of the operation of and the investment in a 
private enterprise will result. 


In making this distinction, the factors 
which require consideration are those which 
demonstrate whether the shares represent an 
investment based on past performance, or 
whether they represent an effort on the part 
of an individual or a small group to create 
something which will give them a financial 
return commensurate with the risk taken 
and the effort put into the venture. Sug- 
gested for consideration are (a) How thinly 
the initial capital risk is spread, (b) What 
proportion of the stockholders devote full 
time to the business and, possibly, (c) For 
how many years should special treatment 
such as partial exemption of dividends be 
accorded such a company? This is another 
way of asking: How long will it take to 
remove the initial risk? A competitive ad- 
vantage over similar companies already in 
existence is not suggested. 


If, for instance, two men start a venture, 
put up all the capital, and devote full time 
to the operation of the business, then tax 
legislation should not discourage them from 
proceeding. If incorporation is required in 
order to expand, nothing should discourage 
incorporation. The present tax penalty on 
the incorporation of small ventures cannot 
very will be justified. A comparison of total 
taxes on a company and its stockholders, 
with the income tax on its owners if oper- 
ating as partners, reflects a heavy penalty 
for conducting business in corporate form. 


The exclusion from the owners’ taxable 
income of a portion of the dividends paid 
them by such corporations would remove 
the present tax discrimination against in- 
corporated ventures of this kind, and en- 
courage expansion along these lines. 


Disallowed Compensation of Officers 


One of the most troublesome problems in 
the administration of the income tax is that 
relating to the reasonableness of salaries paid 
to officers of closely held corporations. The 
settlements or decisions reached are seldom 
satisfactory to anyone concerned, and rarely 
equitable because the disallowance of a por- 
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tion of the deduction taken by the corpora. 







































tion means that both the corporation and aay 
the officer pay tax on the amount disallowed, a th 
This difficulty would be overcome with™ measur 
adoption of the proposal to tax only a per. provide 
centage of the dividends, coupled with affas hav! 
provision that the disallowed portion bef that tz 
treated as a dividend to the officer. allowat 
In the first place, the officer would not 
demand for himself a salary of questionable The ¢ 
reasonableness because it would ordinarily Beg; 
cost him money to do so, in that he could§ pame ¢ 
receive a higher income in the form of divi-B yithhe 
dends, a part of which would be excluded § vould 
from his income. A higher tax would, of f ment c 
course, be paid by the corporation, but this urged 
is as it should be if a higher salary would the fir 
be unreasonable. sor CX 
However, where compensation of officers f sum ¢ 
of closed corporations is found to be exces- — concet 
sive under the law, it should not be taxed f return 
in full to the officers if the corporation is § before 
to pay the tax on it. With adoption of the 2 publ 
plan of excluding from income of stock-§ vidual 
holders a percentage of the dividends, as The 
suggested above, the treatment of disallowed } guctic 
compensation as a dividend would remove f T, pe 
a part of the present inequity of taxing all } amou: 
of the same income to both the corporation of ea; 
and its owner or part owner. That is t00f ing tt 
much of a penalty for making a bad guess. f remo, 
This change would help to remove another f the 5; 
brake on incorporated private enterprise. ance | 
er’s 
Depreciation Allowed or Allowable = F 
» thele: 
For all taxpayers owning property the de-f of re 
preciation of which is an element in com-f pot h 





puting their income, the present situation 
regarding the requirement for reducing the 
basis of such property for loss or gain or 
for further depreciation deductions is both 
confusing and inequitable. 


remo 
dedu 
kind: 
stanc 
comy 
the t 








In adjusting the basis on account of prior 
depreciation of property held for a period 
of years, it is possible for the Commissioner 
to insist that there be deducted the amount 
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“allowable” in each year where that amount It 
exceeds the amount “allowed”, and that in '@%_ 
each of the other years the amount allowed and 
be deducted although there might have been § '"@P. 
no taxable income in such years even before — wi 
the depreciation deduction. And to support A ta 
such a course the Commissioner could rely — **4! 
on a decision of the U. S. Supreme Court § ‘P¢ 
(the Virginia Hotel Corporation case). ace 
Star 

The Code should be amended by a provi- “a 
sion requiring that the basis shall be reduced fait] 
only for the total depreciation allowable dur-f },, | 
ing the period of ownership, unless the total aes 
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depreciation allowed during that period ex- 
ceeds the total amount allowable, in which 
case the total amount allowed shall be the 
measure of the reduction of the basis; but 
provided, that no amount shall be considered 
as having been allowed except to the extent 
that taxable income was reduced by the 
allowance. 


The Optional Standard Deduction 


Beginning in August, 1942, before it be- 
came evident that the necessity for adequate 
withholding of the tax on salaries and wages 
would be recognized and that current pay- 
ment of the tax would be adopted, the writer 
urged the withholding of the entire tax in 
the first two surtax brackets after allowing 
for exemptions and for a “minimum lump- 
sum deduction,” and that the employees 
concerned be relieved of the duty of filing 
returns. This proposal was later placed 
before the Ways and Means Committee at 
a public hearing and is reflected in the Indi- 
vidual Income Tax Act of 1944, 


The suggested minimum lump-sum de- 
duction had three principal objectives: (1) 
To permit of the withholding of the exact 
amount of the tax liability on the first $4,000 
of earned income subject to tax, thus mak- 
ing the filing of returns unnecessary, (2) To 
remove the income tax discrimination against 
the renter by providing a reasonable allow- 
ance for housing equivalent to the homeown- 
er’s property tax and interest which are in 
fact “living expenses” but deductible never- 
theless, and (3) To simplify the preparation 
of returns by those whose entire tax would 
not be deducted at the source, including the 
removal of the guesswork involved in taking 
deductions for donations, losses, various 
kinds of taxes and other items. The optional 
standard deduction adopted in the law ac- 
complishes the first two objectives, but not 
the third one. 


A “Delusion and a Snare” 


It has long been the custom in writing 
tax laws to bedevil taxpayers with options 
and elections. They often prove to be a 
trap, and not only for the unwary. That 
is why a “minimum” deduction was suggested. 
A taxpayer with a $6,000 net income, as an 
¢xample, may have none of the deductions 
specified in section 23 of the Code, but he 
may believe that he has, such as, for in- 
stance, contributions of $200 and a casualty 
loss of $500. He would claim them in good 
faith, but on audit of his return he would 
be notified that the Commissioner had re- 
cently ruled that the organizations to which 
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he had contributed do not meet the specified 
tests to make his payments deductible, and 
that the casualty loss would not be a proper 
deduction under a recent Tax Court deci- 
sion in a certain case. Since he did not 
claim the optional standard deduction, he is 
penalized to the extent of the tax on $500. 
Instead of the simplification contemplated 
in the use of the minimum deduction, we 
have a needless complication in the optional 
deduction—a “delusion and a snare” to many 
well-intentioned taxpayers. 


Social Security of Persons Who 
Furnish Employment 


The great majority of individuals who are 
employed are having a fund built up for 
them in the Treasury from which, at age 65, 
old age and survivor benefits will become 
payable. This fund is created through joint 
contribution by their employers and them- 
selves. In addition, many employees will 
receive retirement benefits from pension 
plans of employers which supplement the 
Social Security payments. 


Among the employers contributing to the 
Social Security funds are many individuals 
(or partners) who may operate a store, a 
service establishment or a small office. At 
age 65, if they have survived the hazards 
of operating a private enterprise, they may 
wish, or be compelled, to retire and take it 
easy. If they have accumulated sufficient 
wealth—which would be quite a feat in the 
face of current tax rates and living costs— 
they can do so without being a charge on 
the public or their relatives. If not, then 
they cannot, because no social security bene- 
fits have been built up for them, even though 
for many years they have contributed to 
the retirement of others to whom they have 
furnished employment. 


Any effort to expand the benefits of social 
security should include provisions for these 
business people, even though many of them 


_might get along without the services of em- 


ployees outside their own families. They have 
taken the risks of private enterprise, they have 
furnished goods or services to their commu- 
nities, and even if they require the help of 
only a wife, son or daughter, they have con- 
tributed that much toward minimizing un- 
employment. 


One of the approaches to this problem 
would be to credit part of their income tax 
payments to such a fund. This method 
would be appropriate and just, and would 
get good results. By its use, the individ- 
ual could build up a larger fund, one com- 
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mensurate with his success in the business 
world, at least for the years in which he is 
successful. If the American way of reward- 
ing enterprise is to continue, this would 
seem to be an approach to consider. 


As matters now stand, such people have 
no means of creating retirement funds, and 
if the means could be found, the incentive 
is not great enough to encourage them to 
act. If. private enterprise is to be. given 
special incentives, this is one field which it 
seems should be cultivated. 


Capital Gains and Losses 


No single feature of our tax law has re- 
ceived more tinkering and jerking around 
than capital gains and losses. Holding pe- 
riods for “long-term” transactions have va- 
ried from six moths to ten years. For a 
while a plot of ground was a capital asset, 
while the house standing on it was not. The 
present set-up is so complicated that there 
are probably less than 100 persons in the 
country who could arrive at a result with 
which everybody would agree, and to reach 
any reasonable result they would have to 
work out the solution with the aid of the 
tax forms and the regulations. It goes with- 
out saying that the man who does not under- 
stand the law is utterly lost. But he is the 
man to consider. He has the property to 
be sold, or the money to put into the prop- 
erty. He is the taxpayer. There should 
be some rules that he can understand for, 
after all, he pays the bill. 


End Short-term—Long-term 
Distinction 


After a rule has been in effect over a 
period of years, it is accepted as proper and 
inviolate. In this class may be placed the 
distinction between short-term and long-term 
capital gains and losses. But is the distinc- 
tion a proper one, after all? The present 
six months rule ignores the original purpose 
of the distinction, which was to tax at re-* 
duced rates the increment in value attribut- 
able to ownership over a period of years. It 
therefore becomes reasonable to ask what is 
the purpose of the six-months rule, and what 
does it accomplish? 


There are good grounds for belief that 
the distinction between long-term and short- 
term transactions should be discontinued. 
One of these is that as a rule the venture 
which contemplates a speedy turnover of 
capital is more risky than the one requiring 
a longer holding period. But oddly enough, 
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straint on trading, whereby attempts are 
made to postpone the taking of profits be. 
yond the point dictated by sound business 
judgment. Many an ex-capitalist of the 
1927-29 era could elaborate on this. 
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Furthermore, such legislative barriers to 
the normal conduct of business have never 
accomplished anything constructive. If a 
man wants a certain property or piece of 
equipment for a certain purpose, he wants it 
when he needs it—not some weeks or months 
later when its present owner will be able to 
report a long-term gain or loss instead ofa 
short-term one. 

























Why not review the situation and see if 
the need for this distinction actually exists? 
Surface indications are in the negative. 








Unmix Capital Transactions and 
the Income Tax 
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And again, why are capital transactions 
mixed up with the income tax? If connected 
with a trade or business, they are a part of 
that venture and not capital transactions at 
all. If not so connected, they have no rela- 
tionship to the income tax. They are not 
measured by taxable years, they occur from 
time to time as chance or circumstance will 
have it. The personal exemptions, which 
relate to taxable years, do not affect capital 
transactions, and there is no reason for con- 
sidering them in taxing capital transactions. 
















Most capital transactions of individuals 
stem from the investment of funds accumu- 
lated when income tax rates were far below 
those of the present, or relate to property 
acquired from decedents’ estates. This situ- 
ation further strains the theory of a relation- 
ship between current income and capital 
gain or loss. 


Why not consider a capital gains tax of 
20% to 25% independently of the income 
tax, with a carry-over for five years, no ex- 
emptions, no distinction between long-term 
and short-term, no account to be taken of 
whether the taxpayer has a net income or a 
loss? In levying the tax on admissions, on 
capital stock of a corporation, on real and 
personal property, no consideration is given 
to whether the taxpayer has currently an 
operating profit or deficit, and there is just 
as close a relationship. 
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nue Act of 1942 must certainly have ex- 
hausted the inventive genius of the lawmakers, 
why not start from scratch and work out 
something which will best serve to stimulate 
the normal conduct of business, including 
the sale and exchange of property needed 
more by the fellow who wants it than by the 
one who has it? 
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No tax plan or proposal can be considered 
legitimate unless it contains a “plug” for its 
proponents or those in like situation, in order 
that the “special interests” may be served. 
Hence to equip these suggestions with all 
the credentials of a tax plan, the final pro- 
posal is on behalf of the corporation con- 
troller or treasurer, the public accountant, 
the lawyer, the deputy collector and all those 
others who struggle through the report-fil- 
ing season with the doubtful hope that they 
will be able to retain their health and sanity 
until the collectors’ offices close on the night 
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To get to the point—it is suggested that 
the due dates of income tax and excess 
profits tax returns of corporations be changed 
to the last day of the fourth month following 
the close of the taxable year. For calendar 
year companies this would mean April 30. 
A tentative return would be required by 
March 15, accompanied by payment of at 
least one-fourth of the estimated tax. This 
would be filed on a special short form calling 
for such information as the collector would 
need for record purposes. 


This suggested change is practically a 
necessity in a number of situations, including 
a considerable number of affiliated groups 
filing either single or consolidated returns, 
and many corporations engaged in war pro- 
duction. Cut-backs, cancellations, termina- 
tions and price control contribute much to 
the need for additional time, and this con- 
dition will become more complicated in com- 
ing years. 















1 of March 15. The suggested change in due date would 
also have a number of advantages. It would 
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woe the Treasury Department issued 
its special income ¢ax ruling with re- 
spect to binding stock purchase agreements 
several months ago,’ it was slipped into the 
reports somewhat unnoticed. Now that its 
full significance is beginning to be more 
appreciably understood, taxpayers, generally, 
are conscious of a new and extremely trouble- 
some problem. 


Succinctly, the Treasury’s ruling is to the 
following effect. A and B are equal stock- 
holders in the A. B. Company, a closely 
held corporation. Each invested $10,000 in 
the business when it was established in 1930. 
The business has grown to where it is worth 
$200,000 today. Under a binding stock pur- 
chase instrument entered into by the parties, 
it is agreed that in the event of the death 
of one, the survivor will pay $100,000 for 
the 50% stock interest of the other. A dies 
and, in accordance with the terms of the 
buy-sell agreement, B° pays A’s estate 
$100,000. 


The Treasury takes the position that A’s 
estate enjoyed a $90,000 gain in the transac- 
tion.2 The statutory support for this conten- 
tion is Section 126 of the Internal Revenue 
Code.* It is argued that A’s basis for the 
stock was $10,000. It having been sold un- 
der a binding agreement for $100,000, the 
gain is $90,000. 


Applying Section 126 


That portion of Section 126 which is in- 
voked by the Treasury in substantiation 
of its contention, provides: 





1 Letter of Joseph J. O’Connell, Jr., General 
Counsel, November 10, 1944. 


2See hypothetical example in G. C. Ruling of 
November 10, 1944. 


3 As added by Section 134 of the 1942 Revenue 
Act. 
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STOCK PURCHASE AGREEMEN 


Does taxing capital gains under binding stock purchase agreements make it inadvisable to 
use this device? The author, an attorney in Newark and Chairman of the Committee on 
Federal and State Taxation of the New Jersey State Bar Association, points out certain 
fallacies in the government’s philosophy and warns of litigation that may result. This 
analytical article is reprinted by special permission from Trusts and Estates. 
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D FEDERAL INCOME TAXES 


SANER 


| taxable year, the special benefits of the in- 


come tax law could be invoked.’ 


By way of elaboration regarding Section 
126, the federal income tax regulations pro- 
vide: ° 

“Under section 126(a)(1), all such amounts 
to which a decedent is entitled as gross 
income and which are not includible in com- 
puting his net income for his last taxable 
year Or any prior taxable year shall be 
included, when received, in the gross income 
of the estate of the decedent or of the person 
receiving such amounts if such amounts are 
received in a taxable year ending after De- 
cember 31, 1942 by the estate of the dece- 
dent or by a person entitled to such amounts 
by bequest, devise, or inheritance from the 
decedent or by reason of the death of the 
decedent. These amounts are included in 
the income of the estate and such persons 
when received by them, regardless of whether 
or not they report income on the basis of 
cash receipts and disbursements.” 


Taxing the Gain 


It is important to know the underlying 
law which extends the authority to the 
Government to tax a recipient, after a tax- 
payer’s death, on income claimed to have 
been earned by such taxpayer in the year of 
his death. Being thus grounded, we can 
better examine the Treasury’s position. If, 
says the Department, Jones was entitled to 
$5,000 in salary on the date of his death, 
the fact of his death will not preclude the 
Government from collecting income taxes 
on that $5,000 after Jones’s death. Further, 
if it is within the Treasury’s province to 
recover income taxes on ordinary income 
earned by the taxpayer in the year of his 
death, then, too, the Treasury is statutorily 
empowered to collect taxes on such capital 
gains as the decedent may have enjoyed 
in the year of his death. To pursue the 
matter one additional step—if the taxpayer 
was entitled to a capital gain at the time 
of his death, which capital gain became 


’Section 107 (a), Internal Revenue Code, as 
amended. 


®Income Tax Regulations 111, Section 29.126-1. 


Stock Purchase Agreements and Federal Income Taxes 


immediately enforceable upon the instant 
of his death, then, here again, the Govern- 
ment is entitled to its tax. 


We do not allege all this without justifica- 
tion, says the Treasury. Looking to the 
Internal Revenue Code,’ we rely upon this 
authority, as well as the income tax regula- 
tions promulgated thereunder.’ These regu- 
lations specifically set out: 


“Thus, if the income would have been 
capital gain to the decedent, if he had lived 
and had received it, from the sale of prop- 
erty held for more than six months, the 
income when received, or its fair market 
value if transferred, shall be treated in the 
hands of the estate or of such person as 
gain from the sale of the property, held 
for more than six months, in the same man- 
ner as if such person had held the property 
for the period the decedent held it, and had 
made the sale.” 


Mindful of the foregoing law and that 
portion of the Code dealing with the sale 
or exchange of capital assets,® the Treasury 
takes the stand that all capital gain transac- 
tions must be considered in determining how 
much is due by way of income taxes from 
the decedent. 


Good Will 


In reviewing a binding stock purchase 
agreement, the taxing authorities look at 
the holding period to determine the appli- 
cable rates,” and then fix the taxpayer’s 
basis. With a determination as to the ap- 
preciation in the capital asset concerned, the 
computation of the taxes due can be readily 
made. In the case of A and B, in the 
illustration given above, the Treasury deter- 
mines the basis to be $10,000 in each case. 
To ascertain just how much appreciation 
occurred in the stock owned by the tax- 
payers, in arriving at fair market value,” 
resort is made to that elusive “don’t fence 
me in” item of ggod will. Thus, while the 


7 Section 126, Internal Revenue Code. 

8 Income Tax Regulations 111, Section 29.126-1. 
® Section 117, Internal Revenue Code. 

10 Section 117 (b), Internal Revenue Code. 

11 See A. R. M. 34, 2 CB 31. 
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taxpayers themselves may determine that 
the A. B. Company is worth $200,000, and 
A and B may each agree to sell his 50% 
interest to the other for $100,000, the Gov- 
ernment might glean a value in good will 
which it feels was grossly underestimated, 
and thereupon place a total figure of 
$300,000 on the A. B. Company. 


Good will is a uniquely difficult asset 
to evaluate. Mr. Randolph Paul speaks of 
it as “the stuff that dreams are made of.” 
One of the shining attributes of the binding 
stock purchase agreement has been its ability 
to help limit extremely burdensome sums 
from being attached to good will. Joint 
stockholders in a close corporation have 
been able to fix reasonable worth for their 
businesses, and their decisions have been 
sustained as being fair determinations for 
estate tax purposes.” On the other hand, 
where no binding stock purchase agreement 
has existed, the barometer or norm to guide 
the Court being lacking, the taxpayer’s estate 
has suffered at the hands of a high stock 
valuation by the Treasury. 


Sale by Executor 


The Treasury holds that where A’s ex- 
ecutor sells his stock at an increase over 
A’s basis, the gain constitutes reportable 
income at the appreciable rates.” Yet, where 
no binding agreement was entered into by 
the decedent, a subsequent disposition of his 
stock by his estate must be at a price higher 
than the value of the stock at the decedent’s 
death before a gain can result.” 


Thus, where no binding stock purchase 
agreement exists, under the terms of which 
a fixed sale price for the stock is set down, 
the executor is generally in a position (de- 
pending upon the terms of the decedent’s 
will) to retain or sell the decedent’s stock. 
Where he elects to dispose of the stock, 
without being specifically bound to do so, 
at a particular price, observing that the basis 
for determining the capital gain, if any, is 
the value of the stock at the time of the 
decedent’s death,” the decedent’s estate is 
accorded far more favorable treatment. If 
A’s stock, in the example given, was in 
fact worth $100,000 at his death, but A had 
not made a binding buy-sell agreement with 





12 Wilson v. Bowers, 57 Fed. (2d) 682, 
Helwering v. Salvage, 297 U. S. 106. 

13G. C. Ruling, supra. 

%4 Section 113 (a) (5), Internal Revenue Code, 
subject to Section 811 (j) of Code. 

15 Section 113 (a) (5), supra. 
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B, upon a sale of this stock by A’s executofm Unde! 
for $100,000, no gain would occur. made t 
j Section 
Treasury’s Position Challengeable fs" 
does n¢ 
The foregoing conclusions are all in ac. position 
cordance with present Treasury reason. entire P 
ing. It relies upon the amendments tcp tion. I 
the Code made by the 1942 Revenue Act. facts W 
It turns to Section 126 as introduced by the many © 
1942 Act, and looks to the regulations pro. substan 
mulgated thereunder. In all this, the Treas.fB >ect!o™ 
ury finds complete support for its position, 
It argues that by virtue of a binding stock! Gover 
purchase agreement, under the terms oj The 
which the estate of the decedent enjoys a “i 
capital gain, such capital gain is taxable a ; 
in the same manner as if the decedent had ae 
disposed of the stock at such appreciated oie ns 
price before his death. It simultaneously anit 
decides that where no binding stock pur- — , 
chase agreement existed, A’s executor, in ate 
disposing of A’s stock, is at liberty to use deg 
an entirely different and much more favor- helped 
able basis. Seadiin 
While at first reaction the Government's eratio: 
position might seem strong and completely§ stock 
sustainable, suffice to say that Section 126 persor 
and the questions herein presented, are— in anc 
destined to come in for a fair share off inevit 
litigation. There is much room for argu- 3 
ment on the side of the taxpayer, to theB pais, 
effect that the Treasury, in the latitude oi proce 
its interpretation, may be stepping just af p,q; 
little bit out of sphere. possil 
busin 
Deduction for Estate Taxes sell a 
With the avowed objective of avoiding ea 
double taxation with respect to the same ne s 
property, Section 126 provides fora dedue- hows 
tion for estate taxes paid.“ The subsectionf 4, 4, 
dealing with this credit reads as follows: 
18 tr 


“A person who includes an amount in 
gross income under subsection (a) shall be 
allowed, for the same taxable year, as 4 
deduction an amount which bears the same 
ratio to the estate tax attributable to the 
net value for estate tax purposes of all the 
items described in subsection (a)(1) as 
the value for estate tax purposes of the items 
of gross income or portions thereof in re- 
spect of which such person included the 
amount in gross income (or the amount 
included in gross income, whichever is lower) 
bears to the value for estate tax purposes o! 
all the items described in subsection (a)(1).” 





16 Section 134 (a) of the 1942 Act, amending 
Section 42 (a) of the Code. 
17 Section 126 (c) (1), Internal Revenue Code. 
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Under the regulations* an attempt is 
made to compute the credit referred to in 
Section 126(c), by use of a hypothetical 
illustration. The example offered, however, 
does not completely clarify the Treasury’s 
position, and undoubtedly this aspect of the 
entire problem will merit judicial determina- 
tion. It would appear at this time that the 
facts which can be presented in behalf of 
many taxpayers, could be employed to their 
substantial advantage, within the purview of 
Section 126(c). 


Government Philosophy Wrong 


The whole philosophy of the Govern- 
ment’s new approach of taxing capital 
gains under binding stock purchase agree- 
ments would seem contrary to good business 
economics. Stock purchase agreements, 
especially where fortified by life insurance, 
have served very effectively to assist a dece- 
dent’s estate to meet estate taxes and the 
other mandatory costs of death. They have 
helped the survivor to take over an entire 
business, thereby assuring the continued op- 
eration of the enterprise. Time and again 
stock purchase agreements have prevented 
persons foreign to a business from coming 
in and disrupting company procedure with 
inevitable setbacks. 


It is debatable whether the Government 
realizes the drasticity of its contemplated 
procedure of taxing capital gains under 
binding stock purchase agreements. The 
possibility of wholesale discontinuance of 
business enterprise, where no binding buy- 
sell arrangement exists, immediately looms 
upon the horizon. Unquestionably, with a 
severe income tax penalty placed upon bind- 
ing stock purchase agreements, many of the 
thousands that are now in existence will 
be terminated, and others heretofore contem- 


% Income Tax Regulations 111, Section 29.126-3. 


plated will not be made. The end result 
must necessarily be, first, the substantial 
deterring of provisions for estate tax liquidity 
in the hands of the estate of a decedent, and 
second, the creation of a most disrupting 
obstacle to the perpetuation of successful 
business enterprise by surviving active stock- 
holders in closely held corporations. Surely 
serious consideration must be given to estate 
tax, economic and social consequences in a 
matter which is so vital to thousands of 
principal owners of small close corporations. 


The Treasury’s position demands thorough 
deliberation. Whether or not it warrants 
stockholders who require such agreements 
to forego this necessity, comprises a ques- 
tion much at issue. It is not herein argued, 
as has been suggested by some, that under 
no circumstances is it now advisable to have 
a binding stock purchase agreement. Such 
an attitude is far too generalized in char- 
acter. As in all matters of tax law, every 
case must be judged in light of the individual 
facts it presents. Aside from the recognized 
benefits which binding stock purchase agree- 
ments present generally,” individualized 
treatment of particular cases constitutes the 
only proper approach to the problem. In 
many instances, either a partial or complete 
answer will exist to the arguments pro- 
pounded in behalf of the Treasury. There 
are still other situations in which, viewing 
the law in its present posture, possibilities 
will represent themselves for tax-saving ad- 
vantages to the taxpayer under binding 
stock purchase agreements. Caution, not 
panic, should be the watchword, pending 
further authoritative enlightenment respect- 
ing the law. [The End] 


19 Estate tax liquidity, assisting in the restrict- 
ing of value of stock for estate tax purposes, 
assisting survivors to successfully continue the 
enterprise, and avoidance of controversy, com- 
prise but a number of such advantages. 


If your income tax seems mighty big 
And you're trying not to begrudget, 
It’s not amiss to remember this: 


It’s just a drop in the Budget! 
—By Gordon M. Brown 


Stock Purchase Agreements and Federal Income Taxes 










GREAT DETERRENT to the sale bya 
closely-held corporation of a business or 
real estate owned by it is the double taxation 
which is incurred. A sale of the corporate 
assets at a profit results in a recognized 
taxable gain to the corporation, and upon 
the subsequent distribution of the money to 
the stockholders, this money is again sub- 
ject to income taxes in the hands of the 
stockholders. 


The most common method employed to 
overcome this result is to distribute the 
property as a liquidating dividend in kind, 
and subsequently have the stockholders sell 
the property. Unfortunately, the distribu- 
tion which under ordinary circumstances 
would be tax free insofar as the corporation 
is concerned, is usually made after negotia- 
tions for the sale of the property have been 
commenced by the corporation. 


The decisions are in conflict as to whether 
a sale made by the stockholders, after the 
corporation has contracted to sell the prop- 
erty or even negotiated for its sale, is, for 
tax purposes, one made by the stockholders 
or by the corporation through the conduit 
or agency of the stockholders. The deci- 
sions, until recently, have held that even 
though the stockholders sold the property 
in their own names after receiving it as a 
liquidating dividend, the sale was made on 
behalf of the corporation, and it was taxable 
on the profits realized. 


Form or Substance? 


If the method of consummating the trans- 
action is purely a device to avoid the corpo- 
rate tax, the courts will undoubtedly, under 
the principle laid down by the Supreme 
Court in United States v. Phellis, 257 U. S. 
156, 1 ustc J 54, look through form to sub- 
stance. The facts in MacQueen Co. v. Com- 
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Corporation or Stockhold 


“The issue is to determine whether the distribution of assets to the stockholders and 
their subsequent sale by the stockholders can be treated as two separate transactions, 
or whether they must be treated as two steps in a single transaction,” writes the 
author, counselor at law and tax attorney for a large accounting firm in New York City. 
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293 U. 
missioner, 67 F. (2d) 857, 3 ustc $1198 § ouishe: 
(1934), illustrate the application of this purpos 
principle. papers 

In this case, real estate was, pursuant to § the co 
stockholders’ and directors’ resolutions, sold § the pu 
to Mr. MacQueen, the principal stockholder, f ot +! 
for $85,000. The following day he entered § t@xati 
into a contract to sell the real estate for 
$150,000; nine days later, in conformity with The | 
a prior understanding among the three Sham 
stockholders of the corporation, he executed 
a declaration of trust to distribute the differ- In t 
ence of $65,000 to the stockholders in pro- § v. Co 
portion to their holdings. The corporation § cert. < 
subsequently conveyed title to the real estate — nershi 
to Mr. MacQueen, who, on the same day, § lasted 
conveyed it to the purchaser, and he there- B corpo 
after distributed the $65,000 to the stock- § prope 
holders. The court stated that “substance — forme 
and not form controls in the application of § divide 
income tax laws”. The sale was held tof the p 
have been made by the corporation through § court. 
the agency of Mr. MacQueen and was not § sion i 
two sales, as it appeared to be. quest 

On the other hand, in the case of Chisholm — 
v. Commissioner, 79 F. (2d) 14, 35-2 ustcf .. 4 
7 9493 (1935), cert. den. 296 U. S. 641, the f 1, 
transaction was held to be a real one. The F jot}, 
taxpayers, owners of certain corporate stock, asset 
after entering into a contract to sell it, B not ¢ 
transferred it to a partnership formed by § The, 
themselves for business reasons and also to § fndi; 


avoid taxes. The partnership thereafter sold 
the stock to the purchaser. The partnership 
continued in its business of buying and 


affirn 
320 1 


selling securities. (Prior to January 1, 1934. r 
basis to partnership was market value of § * 
securities at time of contribution. See§ ‘™ 
Helvering v. Walbridge, 4 ustc {1284— 'S 
(CCA-2, 1934).) i 
1 C 
The court held the sale to have been made a, 
by the new partnership, not by the tax- noth 
payers, and stated: “. . . We may assume ‘ 
or 
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. Who Makes the Sale? 


LSTEIN 


that purpose may be the touchstone, but the 


purpose which counts is one which defeats 
or contradicts the apparent transaction, not 
the purpose to escape taxation which the 
apparent, but not the whole transaction 
would realize . .”’ Gregory v. Helvering, 
293 U. S. 465, 35-1 ustc § 9043, was distin- 
guished on the ground that in that case the 
purpose was: “ merely to draft the 
papers, in fact not to create corporations as 
the court understood that word. That was 
the purpose which defeated their exemption, 
not the accompanying purpose to escape 
taxation; that purpose was legally neutral.” 


The Partnership as a 
Sham Entity 


In the case of Meurer Steel Barrel Co. Inc. 
v. Commissioner, 44-2 ustc § 9423 (1944), 
cert. applied for October 20, 1944, the part- 
nership was held not to be bona fide as it 
lasted for but thirteen days. In this case the 
corporation, after negotiating the sale of its 
property, distributed it to a partnership 
formed by its stockholders as a liquidating 
dividend in kind. The partnership then sold 
the property to the same purchaser. The 
court, quoting Judge Learned Hand’s deci- 
sion in the Chisholm case, stated: “. . . The 
question always is, whether the transaction 
under scrutiny is in fact what it appears to 
bein form. . . .” It distinguished the cases 
on the ground that: “The partnership in- 
volved in this appeal is merely an ingenious 
method adopted for the sale of the corporate 
assets. The shrewd preconceived plan does 
not effectively disguise this primary intent. 
The evidence gives solid foundation for such 
finding by the Tax Court which calls for its 
afirmance under Dobson v. Commissioner, 


320 U. S. 489 [44-1 ustc 7 9108]. . . .” 


The formation of a corporation as part of 
a transaction involving a liquidating divi- 
dend should, if possible, be avoided. This 
is especially true if the corporation has no 
good business reason for its existence. The 
introduction of a sham entity into an other- 
wise nontaxable transaction accomplishes 
nothing, and might adversely affect the result. 


Corporation or Stockholders—Who Makes the Sale? 


The issue in most cases of this type is to 
determine whether the distribution of assets 
to the stockholders and their subsequent sale 
by the stockholders can be treated as two sepa- 
rate transactions, or whether they must be 
treated as two steps in a single transaction 
on the theory that the stockholders are the 
conduit through whom the property was 
conveyed by the corporation. Section 29.22 
(a)-20 of Regulations 111, which, in substan- 
tially the same form, was contained in prior 
regulations for many years, provides: 


“Gross income of corporation in liquida- 
tion —When a corporation is dissolved, its 
affairs are usually wound up by a receiver 
or trustees in dissolution. The corporate 
existence is continued for the purpose of 
liquidating the assets and paying the debts, 
and such receiver or trustees stand in the 
stead of the corporation for such purposes. 

Any sales of property by them are to 
be treated as if made by the corporation 
for the purpose of ascertaining the gain or 
loss. No gain or loss is realized by a corpo- 
ration from the mere distribution of its 
assets in kind in partial or complete liquida- 
tion, however they may have appreciated 
or depreciated in value since their acqui- 
sition. ce 


The Courts’ Theory 


The courts have held that certain distribu- 
tions, even though made in kind, come 
within the first two sentences of said section 
on the theory that the stockholders become 
the trustees of the corporation and the sale 


is in fact made by the corporation, The 
case of Taylor Oil & Gas Co. v. Commis- 
stoner, 47 F. (2d) 108, 2 ustc J 680 (1931), 
cert. den. 283 U. S. 682, involved these reg- 
ulations. 

In this case an offer to purchase its assets 
was submitted to the Taylor Oil & Gas Co. 
but was not acted upon. Thereupon, its 
stockholders passed a resolution to dissolve 
the corporation, liquidate its assets and pay 
its creditors. They appointed its president and 
directors as trustees for said purpose, giving 
them. the power to sell the property to the 
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prospective purchaser. After a formal dis- 
solution, the property was conveyed by 
them, as trustees, to the same prospective 
purchaser. The sale was held to be one 
made by the corporation and not by the 
stockholders. 


This decision was based upon the identical 
phrase contained in the prior regulations 
that the trustees of a liquidating corporation 
“stand in the stead of the corporation for 
such purposes. Any sales of property by 
them are to be treated as if made by the 
corporation for the purpose of ascertaining 
the gain or loss.” The court in this case 
doubted that the contract of sale was merely 
executory as all the terms had been agreed 
upon, and stated that even if it was execu- 
tory, it was the corporate contract which 
had to be executed prior to liquidation. 
Furthermore, even if legal title to the prop- 
erty vested in the trustees by the dissolu- 


tion, yet no- part of the title passed to the 
stockholders, as only the 





“final liquidation” to distribute all remaining 














chase P 
property or proceeds in kind pro rata to the paid by 
stockholders; the officers of the corporation § corpora 
“in consideration of one dollar and other & the foll 
good and valuable considerations” trans. § the cor! 
ferred and conveyed the property to the MM sale, sa 
trustees for the stockholders; thereafter, an - 
agreement for the sale of the assets and in “ 
instruments of conveyance were executed by Meado 
the two trustees. hens ¢ 

The court held that there was no distribu- B the co 
tion of the assets in kind to its stockholders § when 
upon dissolution and a subsequent sale by B pett ar 





the stockholders through the trustees. The 
sale was by the corporation, and the most 
that could be said concerning the stock- 
holders’ resolution was that it merely con- 
stituted an agreement between them through 
which the Blackburn Company could sell 
its assets. See also Embry Realty Company 
v. Glenn, 41-1 ustc 99291 (1939), affirmed 
116 F. (2d) 882, 41-1 ustc | 9146, Harvey 
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residue after liquidation 
and the payment of its 
debts was to be distributed 
to the stockholders. 


On the basis of the 
Taylor Oil & Gas Co. case, 
the court in Burnet v. Lex- 
ington Ice & Coal Co., 62 
F, (2d) 906, 3 ustc ¥ 1036 
(1933), held that the sale 
of assets by the control- 
ling stockholder, who was 






































































appointed “as agent for 

the stockholders to receive all assets in 
kind from the corporation” and to make 
such disposition of the said assets as it 
might see fit, was a sale by the corpora- 
tion. It also appeared that the instruments 
of conveyance to the purchaser were exe- 
cuted by the corporation and payments to 
creditors and pro rata distributions to 
stockholders were made by checks of the 
corporation. 


Again, following the Taylor case, it was 
held in Hellebush v. Commissioner, 65 F. (2d) 
902, 3 ustc J 1136 (1933), that the sale was 
made by the corporation. It appeared from 
the facts in the case that after negotiations 
for the sale of the assets of the Blackburn 
Company, the following steps were taken: 
a stockholder’s resolution was adopted au- 
thorizing the dissolution and liquidation of 
the corporation and the conveyance of its 
assets to two of its stockholders, as trustees 
for the stockholders with full power to dis- 
pose of the company’s property, and after 
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Amusement Company 1. a 
Commissioner, TC memo. F jease 
TAX TAG RULE op., CCH Dec. 12,918-D & yidati 
“One of the rules of the game (Dec. 17, 1942). such 
of tag always being played by The Taylor, Burnet and § ment. 
the tax collector and the tax- Hellebush cases demon- § had | 
payer is that ‘a taxpayer is privi- strate the danger of con- — prope 
leged to decrease the amount of veying property to trustees — had 
what otherwise would be his : ’ , 
taxes by means which the law agents for the stock- — they 
permits.’ ”—Jennings, J.,in Day holders. In this type of 
v. Walsh, Connecticut Supreme ttansaction, the court will The 
Court of Errors, April 18, 1945. hold them to have acted as 
trustees for the corpo- TI 
ration. tren 
aa P eee P tinct 
Liquidating Distribution Necessary ale 
If the distribution for any reason does not J cord 
constitute a liquidating dividend, the sale liabl 
will be considered that of the corporation. — Stoc 
Grief befell the stockholders in Trippett et | 2 F 
al. v. Commissioner, 118 F. (2d) 764, 41-1 — 194 
ustc 7 9365 (1941), cert. den. 314 U. S. 644. — beer 
It appeared that on December 20, the two rate 
stockholders of the taxpayer agreed to a of o 
sale of certain oil and gas leases owned by It, a 
the corporation; on December 27, they a re 
signed a certificate for the liquidation of met 
the corporation, which certificate, however, cor! 
was not filed in the office of the Secretary leas 
of State as provided by law; on January 5, jor 
the corporation executed a conveyance of ow’ 
its leases to Meadows, one of the stock- refi 
holders, for himself and Trippett, the other J the 
stockholder, for ten dollars and other good hor 
and valuable considerations; on the same : 
day Meadows assigned the leases to the Pa: 
purchaser and attached a draft for the pur- co! 
June, 1945 @ TAXES—The Tax Magazine | © 
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chase price to the assignment which was 
paid by the purchaser on January 7. The 
corporation was not formally dissolved until 
the following year. The court, in holding 
the corporation liable for income taxes on the 
sale, said: 


“| The oil and gas lease belonged to 
the corporation and not to Trippett and 
Meadows. The oil and gas lease had not 
been distributed to the stockholders when 
the contract of sale was entered into or 


} when it was consummated, and since Trip- 
| pett and Meadows, as officers and directors 


of the corporation, could not legally con- 


' tract for the sale of the lease except as 


agent for the corporation, it necessarily 
follows that the sale contract was the con- 
tract of Terota Corporation, and that the 
profit resulting from the sale was profit of 
the corporation and properly taxable to it. 


* 


To hold that the transfer of the 


| lease to Meadows was a distribution in liq- 


uidation of the corporation would be to hold 
such distribution accomplished by intend- 
ment. Moreover, Trippett and Meadows 
had no right to deal with the corporate 
property as their own. Terota Corporation 
had not been dissolved or liquidated and 
they could only act as its agents. . . .” 


The Trend of Recent Cases 


The decisions in recent cases indicate a 
trend to recognize the distribution as a dis- 
tinct transaction from that of the subsequent 
sale of the assets by the stockholders and, ac- 
cordingly, have held the corporation not 
liable for income taxes on sales made by 
stockholders, In the case of Commissioner 
v. Falcon Co., 127 F. (2d) 277, 42-1 ustc 
{9403 (1942), the sale was held not to have 
been made by the corporation. The corpo- 
rate taxpayer received an offer for the sale 
of oil leases, some of which were owned by 
it, and some of which it owned jointly with 
a refining company. Pursuant to an agree- 
ment which provided that in the event the 
corporation received an offer to sell said 
leases, the refining company had to either 
join in the sale or itself purchase the jointly 
owned leases, the offer was conveyed to the 
refining company, and it agreed to purchase 
the leases. The directors of the corporation, 
however, decided they would not sell. 


Shortly, thereafter, the stockholders 
passed a resolution that the interest of the 
corporation in the oil leases be distributed 


Corporation or Stockholders—Who Makes the Sale? 


The author: Alfred S. Perlstein, attorney 
at law, New York City 


to stockholders as a partial liquidating divi- 
dend, which was done. The distribution 
depleted the corporation’s assets by sixty 
per cent and the stockholders surrendered 
their capital stock, which was cancelled, and 
new certificates in the reduced amount were 
issued to them. 

Subsequently, the stockholders of the cor- 
poration entered into a contract with the 
refining company for the sale of said leases; 
title was conveyed by the stockholders and 
the consideration paid to them in propor- 
tion to their respective interests in the prop- 
erty. The court, in affirming the Board of 
Tax Appeals’ holding that the corporation 
was not taxable on the profits of the sale, 
as there was no fraud, sham or subterfuge, 
stated: 

“ . . After the stockholders had acquired 
the properties in their own right, they nego- 
tiated for the sale of their interests as they 
had a right to do, Acting in their own 


right, voluntarily and without prior obliga- 


tion, they entered into an independent con- 
tract for the sale of their interests for their 
own account and they received the proceeds 
from the sale separately and individually, 
and the corporation received no benefit of 
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any kind, either directly or indirectly from 
this transaction. . . .” 

In the case of Williams v. Commissioner, 
3 T. C. 1002, CCH Dec. 13,988 (1944), it 
was held that where the corporation had not 
entered into a written contract of sale, and 
the sole stockholder in his own name com- 
menced negotiations for the sale of a ship 
owned by the corporation after he had 
signed dissolution papers, the fact that a 
written memorandum of sale was signed by 
the stockholder in his own name prior to 


refused to sign the contract on behalf of 
the corporation passed formal resolutions 
declaring “a dividend payable in the assets 
of the corporation in complete liquidation 
and surrender of all the outstanding stock,” 
which was followed by the corporation’s exe- 
cuting a deed to the two sole stockholders, 
Three days later a contract of sale was entered 
into by said stockholders, as individuals, 
with the same purchaser. The corporation 
owned no property after the transfer of its 
assets and had done no business, but was 


his obtaining legal title 
and prior to the dissolu- 
tion of the corporation, did 
not make him the conduit 
or agent of the corpora- 
tion. The court, referring 
to the failure of the stock- 
holder to have title on the 
date of his agreement to 
sell (he had title on the 
date he conveyed), said: 


“ 



















































































. The decision in 
that case (Trippett v. Com- 
missioner, supra), however, 
was based upon the fact 
that the corporate assets 
which the stockholders had 
contracted to sell ‘had not 
been distributed to the 
stockholders when the con- 
tract of sale was entered 
into or when it was con- 
summated . ..” Asa 
pure proposition of law 
we think it cannot be said 
that a stockholder can in 
no circumstances contract 
as an individual to sell 

















































































































ITALY’S TAX TANGLE 


Reports from the Allied Com- 
mission in Italy disclose that the 
tax system is in dire need of 
overhauling. The taxpayer con- 
fronts more than one hundred 
different levies, and _  conse- 
quently tax avoidance schemes 
are much in vogue. To add to 
the complexity, the old Biblical 
method of farming out tax col- 
lecting is still prevalent, the 
contractor receiving 6% for his 
job of collecting a_ stated 
amount, which 6% is added to 
the taxpayer’s bill. The Allied 
Commission was forced to 
abandon plans for casting off 
the old system and putting on 
the new because of the tremen- 
dous disruption of property 
values and the general confu- 
sion in tax offices. Some prog- 
ress, however, has been made in 
unraveling the tax tangle by 
increased rates and penalties 
for failure to make proper in- 
come tax returns.—The Wall 
Street Journal, May 9, 1945. 


not formally dissolved. 


The Circuit Court, one 
judge dissenting, reversed 
the decision of the Tax 
Court, and held that inas- 
much as an agreement to 
sell real estate in Florida 
is unenforceable unless in 
writing, the corporation 
could legally refuse to 
sell, and therefore the sale 
was not that of the corpo- 
ration. It stated that the 
case was similar to Com- 
missioner v. Falcon Co,, 
supra, rather than Trippett 
v. Commissioner, supra. 


It would appear that 
the distinction between the 
Court Holding Company 
and the Trippett cases lies 
in the fact that in the for- 
mer case the property was 
distributed to the stock- 
holders in complete liq- 
uidation and surrender of 
their stock, whereas in the 
latter case the procedure 
































































































































property which he expects 
to acquire from the corporation. . . .” 
[Italics added.] 


The decision in the case of Court Holding 
Company v. Commissioner, 143 F. (2d) 823, 
44-2 ustc § 9404 (1944), cert. granted No- 
vember 20, 1944, held that even though the 
corporation had negotiated for the sale of 
its principal asset, which consisted of a 
parcel of real estate located in Florida, and 
a contract was drawn, but never signed 
because the stockholders were informed by 
their attorney of the tax consequences, the 
subsequent sale by the stockholders, who 
obtained the property as a liquidating divi- 
dend, to the same purchasers on the same 
terms did not make the sale that of the 
corporation. 


In this case the directors and stockholders 
of the corporation on the same day that they 
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attempted was to dissolve 
the corporation, which, however, through 
oversight, was never in fact consummated, 
and therefore the conveyance of the prop- 
erty to one stockholder for himself and on 
behalf of the other stockholder was an un- 
authorized corporate act. 


Question of Law or Fact 


The dissenting judge in the Court Holding 
Company case claimed that the Circuit 
Court was, under the theory of Dobson v. 
Commissioner, 320 U. S. 489, 44-1 ustc ¥ 9108, 
bound by the finding of the Tax Court. If 
the majority opinion is correct, the result 
would imply that negotiations held by a 
corporation prior to a distribution in kind to 
stockholders, and in the absence of a bind- 
ing contract by the corporation, cannot 
make the sale a corporate one, as the ques- 
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tion of whether or not the corporation had 
become legally bound to sell is one of law. 


The question raised in the Court Holding 
Company case, now pending before the Su- 
preme Court, is of interest to most tax 
practitioners. It appears that the officers 
of said corporation, acting on its behalf, 


| had proceeded with their negotiations as far 


as was possible without legally binding the 
On the factual situation the 
Tax Court decided adversely to the tax- 
payer. The Circuit Court, under the Dobson 
case, could not reverse this decision on a 
question of fact, as there was substantial 
evidence to support the findings made, The 
position of the prevailing opinion of the 
Circuit Court was, therefore, necessarily 
based on the position that nothing but a 
binding legal commitment of the corporation 
could, under the procedure therein followed, 
constitute the sale that of the corporation. 
An affirmance by the Supreme Court would 
eliminate the troublesome questions of fact 
in this type of a transaction. 


The Effect of a Reversal 


A reversal would put the burden on the 
Tax Court to decide as a factual question 
in each case whether the prior negotiations 
had with the corporation would make the 
subsequent sale of the property received as 
a liquidating dividend, the sale of the cor- 
poration. This situation would leave the 
tax practitioner in great uncertainty as to 
the tax consequences if negotiations for the 
sale of the property had been commenced 
prior to the payment of the liquidating div- 
idend in kind. 


This question was raised in the Supreme 
Court in the case of General Utilities & 
Operating Co. v. Helvering, 296 U. S. 200, 
36-1 ustc $9012, but the court refused to 
pass upon it as the Commissioner had orig- 
inally failed to present that issue at the time 
when the case was heard by the Board of 
Tax Appeals. 


The implication of this decision appears 
to be that the Supreme Court may decide 
that each case presents its own question of 
fact to be determined by the Tax Court. 


Should the Supreme Court decide that the 
question is one of fact, assistance can be 
obtained from the case of Harbor Holding 
Company of Nevada v. Commissioner, TC 
memo. op., CCH Dec. 12,882-C (November 
10, 1942), wherein the sale was held as a 
question of fact not to have been made by 
the corporate taxpayer, and the rules for the 
determination of this question of fact were 
stated to be: 


(a) Title to the property must actually be 
in the distributees. 


(b) The sale of the property must be by 
the distributees after title to the property 
has vested in them, and the corporation 
cannot have become a party to a binding 
contract of sale of the property prior to the 
distribution thereof. 


(c) Weight must be given to the use of 
the proceeds from the sale depending upon 
whether the distributees or the corporation 
receives the consideration. 


(d) The facts must be examined to show 
whether or not the distributees were merely 
acting as agents of the corporation, The 
bona fides of the transaction must be scruti- 
nized. If the distributees are legally obli- 
gated to complete a bargain begun by the 
corporation, they are acting merely as the 
corporation’s agents. If not, and if they 
are free to choose between making a sale, 
or not, then they are acting for themselves. 


Good Will Factor 


It is of interest to note the effect on trans- 
actions of this type of the attitude of the 
Treasury Department as to the inclusion, 
in appropriate cases, of the value of the good 
will of the business. In the event the 
stockholders expect to retain the business, 
they may be needlessly subjecting them- 
selves to a tax by the distribution. On the 
other hand, if the stockholders expect to 
sell the business prior to the expiration of 
six months, the inclusion of the good will 
item is of advantage to them taxwise, as 
the increase in the basis of the value of the 
business was taxable to them on the favor- 
able long-term capital gain rates, rather than 
the full rate which would be applicable on 
the resale. [The End] 


Corporation or Stockholders—Who Makes the Sale? 




























































































































































































































































































The high lights of the “gross income test” 


Personal Holding 


1); VERY TIME a new revenue act is 

4enacted, there is always someone who 
figures out some loophole through which 
his client can squeeze and legally avoid the 
payment of tax. And every time the Com- 
missioner of Internal Revenue learns of such 
a loophole, if he can’t close it by court liti- 
gation, he goes to Congress and requests a 
change in the law which does close the loop- 
hole. It is a constant battle—taxpayers find- 
ing loopholes and the Commissioner sealing 
the loopholes. 


Loophole Closing 


The surtax on personal holding companies, 
imposed by section 500 of subchapter A of 
chapter 2 of the Internal Revenue Code, 
is just such a loophole-closing provision. 
Although originally enacted in 19347 the 
counterpart of the present provision was 
enacted in 1937 and was contained in the 
popularly named “Loophole Closing Act 
of 1937”? 


What was this loophole which was so 
effectively sealed? To understand it, you 
must recall the 1920’s and early 30’s, when 
the corporate tax rate was a flat rate—in 
some years as low as 10 per cent and in 
others as high as 1334 per cent *—regardless 
of how high the corporate income was. 
Individual surtax rates during the same 
period ranged from a 20 per cent maximum 
in some years to a high of 55 per cent in 





1 Revenue Act of 1934, sec. 351. 


2 Section 1 of the Revenue Act of 1939, amend- 
ing section 351 of the Revenue Act of 1936. 

3 Revenue Act of 1918, sec. 320(a)(1)(2); Rev- 
enue Act of 1921, sec. 230(a)(b); Revenue Act 
of 1924, sec. 230; Revenue Act of 1926, sec. 230 
(a); Revenue Act of 1928, sec. 13 (for 1929 the 
rate was 11 per cent—see Public Resolve 23); 
Revenue Act of 1932, sec. 13. 


This article by Mr. Halperin, member 
of the New York Bar and special lecturer 
at New York University, is based on a 
Speech presented recently before the 
Union League Tax Group at Philadelphia, 


Pennsylvania. 
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Company Income 


others.* It was quite apparent that for every 
dollar taken out of the 55 per cent surtax 
bracket and four per cent normal tax (a 
total of 59 per cent) and placed in the 13%, 
per cent corporate tax bracket, there was a 
present saving of 45% cents. Taxpayers 
promptly decided to form corporations and 
achieve this tax saving.® 


It was quite true that there was on the 
statute books in those years a provision 
which was supposed to close this loophole: 
We still have it in the Internal Revenue 
Code, and it is known as section 102. This 
provision, which imposes a special surtax 
on that portion of a corporation’s net income 
which is accumulated (rather than distributed) 
for the purpose of preventing the imposition 
of the individual ‘surtax upon its share- 
holders, was, in 1934, practically a dead 
letter.” Although it had been on the books 
since 1921, there had been but few cases 
decided, and all of them clearly indicated 
that the provision had no teeth, and what 
force it did have could be effectively counter- 
acted by proper “window-dressing”. The 
result was the enactment in 1934 of the 
forebear of the present surtax on personal 
holding companies.® 


Assuming that there is a decrease in the 
rates imposed on corporations, including a 
decrease in the rates of surtax on personal 
holding companies—so that the saving be- 





*Revenue Act of 1918, sec, 211(a); Revenue 
Act of 1921, sec. 211(a); Revenue Act of 1924, 
sec. 211(a); Revenue Act of 1926, sec. 211(a); 
Revenue Act of 1932, sec. 12. 

5 For a discussion of this form of tax avoid- 
ance and its operation, see the report of the 
Ways and Means Committee on the Revenue 
Bill of 1934, H. R. 704, 73rd Congress, 2nd Ses- 
sion, pp. 15-16. 

® Revenue Acts of 1918, 1921, 1924, and 1926, 
sec. 220; Revenue Acts of 191g and 1932, sec. 10+. 

7 Commissioner of Internal Revenue v. Lane- 
Wells Co. et al., 64 S. Ct. 511, 512 [44-1 vstc 
9195]. The court stated: ‘‘The obscurity of 
corporate taxpayers’ purposes and difficulties 
of proof made the latter tax something of 4 
dead letter in practice. ...’’ . 

8 The purpose of the tax was ‘‘To provide for 
a tax which will be automatically levied upon 
the personal holding company without any ne 
cessity for proving a purpose or avoiding sul- 
taxes.’’ Senate Report 558, 73rd Congress, 2nd 
Session, p. 15. 
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tween individual surtax rates and corporate 
rates is substantial, the question has been 
posed as to whether there is anything in 
the law which might prevent achieving the 
tax saving now, e. g., if an individual with 
a large income were to form a corporation 
and transfer his income thereto. There 
might very well be. There is a provision 
(section 129 of the Internal Revenue Code) 
which denies the benefit of a tax saving 
where the principal purpose is evasion or 
avoidance of federal income or excess profits 
tax. It is still too early for any cases or 
rulings to have come down respecting the 
application of this section to a situation 
where a corporation is organized in order to 
get the benefits of the lower corporate tax 
rates. I call attention to this provision 
merely because, to my mind, any incorpora- 
tion may be attacked under section 129. 


Salient Surtax Features 


As to the surtax on personal holding 
companies, I should like to review, briefly, 
its salient provisions. Certain corporations 
are specifically exempted from its operation, 
such aS corporations exempt under sec- 
tion 101, banks, life insurance companies, 
and so forth.® It can apply to all other 
corporations, but as a practical rule of 
thumb, if a corporation is subject to the 95 
per cent excess profits tax, it cannot be 
taxed as a personal holding company.” 


Every corporation, regardless of whether 
or not it is subject to the surtax on personal 
holding companies, is subject to the 24 per 
cent normal tax imposed by section 13 and 
the 16 per cent surtax imposed by section 15 
of the Code. In addition, if it is a personal 
holding company, it is subject to the follow- 
ing rates on that portion of its income 
called “undistributed subchapter A net in- 
come”:” 75 per cent on the first $2,000 
plus 85 per cent on the balance. 


“Subchapter A net income” is a statutory 
concept and, in effect, represents the corpo- 
ration’s net income less the 24 per cent 
normal tax, the 16 per cent surtax, and 
certain other minor deductions. Once this 
figure is arrived at, certain deductions are 
made, primarily for dividends actually or 


constructively paid, consent dividends and ’ 


retirement of indebtedness which was incurred 
prior to January 1, 1934.% The balance 


®Section 501(b), Internal Revenue Code. 

” Section 727(e) of the Internal Revenue Code 
provides that personal holding companies as 
defined in section 501 shall be exempt from the 
excess profits tax. 

1 Section 500, Internal Revenue Code. 


® Section 504, Internal Revenue Code. 


Personal Holding Company Income 


. holding company. 


remaining is the “undistributed subchap- 
ter A net income”. In the ordinary case, 
a corporation may distribute all of its 
subchapter A net income and thus have no 
liability for the surtax on personal holding 
companies. 


Personal Holding Company Defined 


The question now arises—what makes a 
corporation a personal holding company? 
Here again the definition is statutory. Any 
corporation which meets both of the follow- 
ing two tests automatically becomes a per- 
sonal holding company :® 


1. Eighty per cent of its gross income is 
“personal holding company income” as 
defined in section 502, and 


2. At any time during the last half of the 
taxable year more than 50 per cent in value 
of its outstanding stock is owned, directly 
or indirectly, by or for not more than five 
individuals. 


Test (1), the “gross income test”, does 
not remain constant for each succeeding 
year.* Once a corporation is a personal 
holding company, the percentage drops from 
80 per cent to 70 per cent for any subsequent 
year. It does not come back to 80 per 
cent unless, (a) in any one year, test (2), 
the “stock ownership test,” is not met or 
(b) three consecutive years occur in each of 
which less than 70 per cent of the gross 
income of the corporation was “personal 
holding company income”. There is an im- 
portant point to be noted here. A corpo- 
ration classifiable as a personal holding 
company in 1944 may not meet the gross 
income test for 1945 and 1946, but (if the 
stock ownership test is met in all years) 
for 1947 the percentage requirement is only 
70 per cent. The fact that no personal 
holding company return was filed for 1945 
and 1946 does not mean that it is entitled 
to the 80 per cent. 


On the other hand, test (2), the “stock 
ownership test”, does remain constant for 
each year.” If it is not met within a given 
year, then the corporation is not a personal 
For it to become one 
again, it will have to start fresh, and it will 
have to meet both the 80 per cent test and 
the stock ownership test. Using the same 
illustration, if in 1945 and 1946 the company 
did not meet the stock ownership test, but 


13 Section 501(a), Internal Revenue Code. 

14 Section 501(a)(1), Internal Revenue Code; 
Reg. 111, sec. 29.501-2. 

13 Section 501(a)(2), Internal Revenue Code; 
Reg. 111, sec, 29.501-3. 
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did meet it in 1947, then for 1947 the “gross 
income test” would be 80 per cent and not 
70 per cent. 


The “Gross Income Test” 


To meet the “gross income test” 80 per 
cent of the corporation’s gross income must 
consist of income which is defined as “per- 
sonal holding company income’”’.* “Personal 
holding company income” is a statutory 
term, and thus only those types of income 
which are enumerated in the statute may be 
considered. Section 502 lists the kinds of 
income which are “personal holding company 
income”: 


1. Dividends 


2. Interest 

3. Royalties 

4. Annuities 

5. Gains from the sale or exchange of 
stock or securities 

6. Gains from future transactions in 


commodities 

7. Income from estates and trusts 

8. Amounts received under a contract 
providing for the rendition of personal 
services 

9. Amounts received for the use of cor- 
poration property by a shareholder 

10. Rental income 


11. Mineral, oil or gas royalties. 


The specification of the types which con- 
stitute personal holding company income 
carries with it the corollary that any other 
type of income does not and cannot be con- 
sidered to be personal holding company 
income. Also, the list is not as broad as 
would appear. Each type of income is 
subject to various limitations before it is to 


be considered as personal holding company 
income. 


What Is Gross Income? 


While the law itself is clear-cut enough 
as to its definitions, unfortunately it is 
predicated on a variable figure. Thus, 80 
per cent of the gross income is the test. 
But the term “gross income”, as it is used 
in section 502, is to be given the same mean- 
ing” as in section 22, which defines gross 
income, in effect, as “gains or profits and 
income derived from any source whatso- 





% Section 501, 
111,. sec. 29.501-2, 
17 Section 507(a) of the Internal Revenue Code 
provides: ‘‘The terms used in this subchapter 


shall have the same meaning as when used in 
chapter 1.’’ 
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ever”. And after 32 years of income tax 
history, whether an item does or does not 
constitute “gross income” must often stil] 
be determined by litigation. 

Thus, it becomes a very important matter 
to ascertain what is the corporation’s gross 
income. The greater one can establish this 
figure, the greater will be the amount, in 
dollars and cents, of personal holding com- 
pany income which the corporation may 
have before it meets the “gross income test”. 

The regulations™ state that in applying 
the “gross income test”, “the determination 
must not be made upon the basis of gross 
receipts” and cross-refer the reader to sec- 


tion 22(a) and the regulations listed there- 
under. 


“Total Sales” 


In the case of a manufacturing, merchan- 
dising, or mining business, “gross income” 
means the total sales, less the cost of goods 
sold, plus any income from investments and 
from incidental or outside operations or 
sources.” Yet “total sales” can have a differ- 
ent meaning to different taxpayers. Take 
the case of discount on sales. A trade dis- 
count would apparently be a deduction from 
gross sales,” but a two per cent cash dis- 
count would be deductible as a selling ex- 
pense and thus would not be a reduction of 
the gross income. The regulations state: 
“In determining the gross income subtrac- 
tions should not be made for depreciation, 
depletion, selling expenses, or losses, or for 
items not ordinarily used in computing the 
cost of goods sold.”™ 

Similarly, in determining cost of goods 
sold, there can be many a vexing problem 
as to what items are ordinarily to be in- 
cluded. For example, in a case in which the 
taxpayer included customs duties as part of 
its inventory cost, at a time when it could 
have deducted the entire amount as taxes 
paid, it was held that it could not file an 
amended return and deduct them as taxes 
paid.” 


The Taxpayer Wonders 


That leaves the taxpayer with two prob- 
lems. First—how far will the Commissioner 
go in insisting that the consistent method 
previously used by the taxpayer shall govern 
in the determination of the gross income on 





18 Reg, 111, sec. 29.501-2. 

19 Reg. 111, sec. 29.22(a)-5. 

2 American Lace Manufacturing Co., 8 BTA 
419 [CCH Dec. 2857]. 

21 Reg. 111, sec. 29.22(a)-5. 

22 Lebolt and Co. v. U. S., 67 Ct. Cls. 422 [1 
ustc J 381]. 
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which to compute the 80 per cent? Many a 
corporation has consistently deducted cash 
discounts on sales directly from gross sales. 
Admittedly this is incorrect procedure, but 
will the taxpayer be bound by it? Second— 
just how much reliance may be placed on 
the Commissioner’s regulations governing 
the determination of gross income? In 
Woodside Acres, Inc. v. Commissioner, 134 
F. (2d) 793 [43-1 ustc J 9388], a case in- 
volving a dairy corporation which computed 
its gross income under article 22(a)-7 of 
Regulations 94 (now section 29.22(a)-7 of 
Regulations 111), which article it contended 
had the force and effect of law since it had 
been in the regulations since 1921, and under 
which its computed gross income took it out 
of the personal holding company category, 
the Second Circuit Court of Appeals stated: 


us Yet gross income so determined 
(in accordance with article 22(a)-7) did not 
become an immutable factor in determining 
whether a corporation which ran a farm was 
also a personal holding company. Congress 
made no mention of any regulations. We 
are unwilling, therefore, to impute to it an 
intent to adopt apparently inapplicable regu- 
lations which define gross income for one 
purpose to provide the definition of gross 
income for the entirely new and different 
purpose of the personal holding company 
taxing statute. .’ (Parenthetical clause 
supplied.) 


Commissioner’s Course 


I think the second circuit has charted the 
course which the Commissioner will here- 
after follow. Where the regulations are 
inconsistent with the determination that the 
taxpayer is a personal holding company, 
the Commissioner will contend that his reg- 
ulations are invalid. In short, the reference 
to section 22(a) and the regulations issued 
thereunder, contained in section 29.501-2 of 
Regulations 111, is a “‘heads-I-win, tails-you- 
lose” proposition. 


Furthermore, whether or not a receipt 
constitutes gross income or a return of cap- 
ital, has been the subject of litigation. Thus, 
in one case™ a share of taxpayer’s expenses 
which were allocated and charged to two 
subsidiaries was held to constitute gross in- 
come, as being in the nature of compensa- 
tion for services rendered or rent for facili- 
ties provided, whereas in two other cases ™ 


3 The Andrew Jergens Co., 40 BTA 868 [CCH 
Dec. 10,861]. 

* Commissioner v. Kresge Dept. Stores, Inc., 
134 F. (2d) 76 [43-1 ustc § 9245], and General 
Management Corp:, 46 BTA 738 [CCH Dec. 
12,464], 135 F. (2d) 882 [43-1 uste ] 9447]. 


Personal Holding Company Income 


it was held that the reimbursement of ex- 
penses did not constitute gross income. 


Types of Personal Holding 
Company Income: 


Once it has been determined what does 
constitute the gross income, it must then 
be determined how much of it is “personal 
holding company income”. 


Dividends 


This most common type of income— 
dividends—could be the subject of a sepa- 
rate study, so varied and complex are the 
points which must be considered. In gen- 
eral, every kind of taxable dividend is to 
be included. Thus, there must be con- 
sidered, as dividend income, not only those 
distributions which are received which 
clearly come within the definition of “‘divi- 
dend” as defined in section 115(a) of the 
Internal Revenue Code, but also those dis- 
tributions from another personal holding 
company (which are received or which the 
recipient agrees to have treated as received) 
which would not otherwise meet the defini- 
tion of “dividend” except that the distribut- 
ing corporation is receiving a dividends paid 
credit therefor against its own surtax on 
personal holding companies.” In short, if 
another personal holding company takes ad- 
vantage of certain statutory prerogatives in 
order to escape the surtax, then the stock- 
holders thereof must consider the distribu- 
tion as a dividend, even though otherwise 
it would not fit the definition. Basically, 
these prerogatives relate to the consent divi- 
dends credit, the deficiency dividends credit, 
and credit for distributions where the per- 
sonal holding company has an undistributed 
subchapter A net income but insufficient 
accumulated and current earnings and profits. 


In addition, the domestic corporation 
which owns stock in a foreign company 
must be on guard for the possible applica- 
tion of the “imputed dividend” rule con- 
tained in supplement P of the Internal 
Revenue Code.” If the foreign company is 
a foreign personal holding company within 
the meaning of our law, then its current 
year’s undistributed earnings or profits will 
be considered as distributed as a dividend 
to its American shareholders. 


Since the determination of whether or 
not a distribution received is a dividend is 


2 Reg. 111, sec. 29.502-1(1). 

% Reg. 111, sec. 29.115-1; sec. 115(a), Internal 
Revenue Code. 

27 Section 337(b), Internal Revenue Code; sec. 
29.337-1(b) of Reg. 111. 
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to be made in the same manner as for nor- 
mal tax and surtax,” the governing prin- 
ciples respecting the taxability of dividends 
are to be applied. Thus, dividends arising 
from reorganizations, disguised dividends, 
rescind dividends, etc., are to be treated 
in the same manner as for regular income 
tax. 


Interest 


The statute makes one exception to the 
rule that all interest income is personal 
holding company income. In the case of 
interest received on indebtedness which 
represents the price for which real property 
held primarily for sale to customers in the 
ordinary course of its trade or business was 
sold or exchanged by the corporation *— 
in short, interest received by a real estate 
company on a purchase money mortgage on 
property which it sold—such interest is to 
be considered as rental income rather than 
interest income.” 


The regulations make it clear, however, 
that the term “interest” means any income 
received for the use of money loaned.” 
Thus, an amount received pursuant to a 
contract with an individual covering the loan 
of a principal sum to said individual, and 
which amount was measured by a percent- 
age of profits, has been held to be interest.” 


The small loans companies have been the 
ones who have been most greatly vexed on 
this subject of interest. Ordinarily, interest 
includes the gross amount received from the 
borrower for the use of the money loaned 
and cannot be broken up into so-called real 
interest and charges for making, servicing, 
and collecting the loan. Thus, the “extra- 
hazard charge”, made in consideration of 
the lendor’s agreement to permit the bor- 
rower at any time to surrender the motor 
vehicle upon the security of which the loan 
was made, has been held to be interest.” 


There have been a number of cases in 
which the income has been ruled not to be 
interest. Thus, an amount by which the 
value of collateral which was taken over by 
the creditor exceeds the basis of the de- 
faulted notes in the hands of the creditor 





28 Section 507(a), Internal Revenue Code; sec. 
29.502-1(1) of Reg. 111. 

29 Section 502(a), Internal Revenue Code: sec. 
29.502-1(2) of Reg. 111. 


% House Report 1860, 75th Congress, 3rd Ses- 
sion, p. 51. 


31 Reg. 111, sec. 29.502-1. 

2 Kena, Inc., 44 BTA 217 [CCH Dec. 11,776]. 

33 Bond Auto Loan Corp. et al., TC memo. op., 
Dkts. 2429, 2430, 2432-3 [CCH Dec. 14,164(M)]. 
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was held not to be interest.* Similarly, the 
profit from the purchase and sale of condi- 
tional sales contracts has been held not to 
be interest.” Again, a consideration paid by 
the debtor for an extension of time on the 
loan has likewise been ruled not to be in- 
terest.” 


Royalties 


A third type of income which is considered 
to be personal holding company income is 
that of royalties. Royalties are defined as 
amounts received for the privilege of using 
patents, copyrights, secret processes and 
formule, good will, trade-marks, trade 
brands, franchises, and other like property. 
It does not include rents nor does it include 
overriding royalties received by an operating 
company.” 

As in the case of interest income, the 
difficulties which have arisen have been only 
where the amount received represents a 
combination of more than one type of in- 
come. Thus, the payment for the use ofa 
trade name has been ruled to be royalty 
income.*™ Similarly, a share of the receipts 
of the licensee received by the licensor for 
the use of patents has likewise been ruled to 
be royalty income.” But where the so- 


‘called royalty was intended to include com- 


pensation for engineering services to be 
rendered by the licensor, to the extent that 
the income was divisible between the true 
royalty and the compensation, the compen- 


sation was not personal holding company 
income.” 


Annuities 


A fourth type of income which is con- 
sidered to be personal holding company in- 
come is that of annuity income. While no 
cases have arisen involving this type of in- 
come, apparently what is meant is the same 
type of income which is includible in gross 
income under section 22(b).” 





% Elverson Corp., 40 BTA 615 [CCH Dec. 
10,827], affirmed 122 F, (2d) 295 [41-2  ustc 
1 9632]. 

3% Western Acceptance Corp., 46 BTA 828 


[CCH Dec. 12,481]; Gugenheim, Inc., TC memo. 
op., Dkt. 111450 [CCH Dec. 13,563(M)]. 

% Merten’s Law of Federal Taxation, 
39.07, 

37 Section 502(a), Internal Revenue Code; sec. 
29.502-1(3) of Reg. 111. 

38 Puritan Mills, 43 BTA 
11,602]. 


39 Lane-Wells Co. et al., 43 BTA 463 [CCH 
Dec. 11,639]. 


4° U, S. Universal Joints Co., 46 BTA 111 [CCH 
Dec. 12,241]. 


“1 Section 502(a), Internal Revenue Code; sec. 
29.502-1(4) of Reg. 111. 
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Gains from the Sale or Exchange 
of Stock and Securities 


Another type of gross income which is 
classifiable as personal holding company in- 
come is gains derived from the sale or ex- 
change of stocks and securities.” Note that 
the statute uses the word “gains”. It does 
not say net gains. This is an important 
point to remember. Gains are includible in 
gross income by virtue of section 22(a) of 
the Internal Revenue Code. Losses are de- 
ductible by virtue of section 23 of the In- 
ternal Revenue Code. While ordinarily it is 
only the net gain or the net loss which is 
taken into account in computing the total 
income, for purposes of determining the 
gross income of a personal holding company 
the gains and losses must be segregated, and 
it is only the aggregate gains which are 
taken into account in computing whether 
or not the 80 per cent gross income test has 
been met. Thus, a corporation may have 
$10,000 operating income, $100,000 gross 
capital gain and $100,000 gross capital loss. 
On its regular corporation return, the gross 
capital gains would offset the gross losses, 
and it would have no net capital gain or 
loss. However, it would still be a personal 
holding company and subject to the surtax 
on personal holding companies by virtue of 
the fact that more than 80 per cent of its 
gross income was derived from income of 
the type known as personal holding com- 
pany income, to wit, of its $110,000 gross 
income, $100,000 came from the sale or ex- 
change of stocks and securities. 


In addition to ordinary capital gains re- 
alized on stocks or securities, this type of 
income includes gains realized on the tax- 
able exchange of stocks or securities, such 
as liquidating gains. 


The statute makes specific exception in 
the case of a regular dealer in stock or se- 
curities and provides that in the case of 
such dealers, there shall not be included 
gains derived from the sale or exchange of 
stock and securities made in the normal 
course of business.“ Not only must such a 
dealer have an established place of business 
and be regularly engaged in the purchase 
of stock or securities, but it must also be 
engaged in the resale of such stock or se- 
curities to customers. With respect to trans- 
actions which it makes for speculation or 
investment, the exception does not apply. 
Thus, where a corporation purchased and 


“Section 502(b), Internal Revenue Code; sec. 
29.502-1(5) of Reg. 111. 

* Section 502(b), Internal Revenue Code; sec. 
29.502-1(5) of Reg. 111. 


Personal Holding Company Income 


sold securities for resale through a broker 
in the open market for its own account, it 
has been held not to be a regular dealer in 
stock or securities and the exception would 
not apply.“ 


There is a provision in the law providing 
for a maximum long-term capital gains tax 
of 25 per cent.” This has often been mis- 
interpreted in the case of the surtax on per- 
sonal holding companies. It has been thought 
that the 25 per cent limitation applies to 
both the regular corporation normal tax and 
surtax and the surtax on personal holding 
companies combined, so that a personal 
holding company having no income other 
than a $100,000 net long-term capital gain 
would pay a maximum tax of 25 per cent, 
or $25,000. This is not so. The limitation 
of 25 per cent on a net long-term capital 
gain, as set forth in section 117(c)(1) of 
the Internal Revenue Code, grants the cor- 
poration merely the option to take the 25 
per cent limitation either against normal 
and ordinary surtax, or against the surtax 
on personal holding companies, but not 
against both.” 


In the hypothetical example of a personal 
holding company having’ no income other 
than a $100,000 net long-term capital gain, 
if it elected to take the limitation against 
ordinary corporation normal tax and surtax, 
its normal and ordinary surtax could not 
exceed $25,000, but, for the surtax on per- 
sonal holding companies, the balance of 
$75,000 would be subjected to the 75 per 
cent and 85 per cent rates, or an aggregate 
tax of $63,500, which, when added to the 
$25,000 normal and ordinary surtax, would 
result in an aggregate tax of $88,550 out of 
a total income of $100,000. 


Were the same corporation to elect the 
alternative computation against the surtax 
on personal holding companies, its normal 
tax and ordinary surtax would be $40,000 
and it would pay 25 per cent of the long- 
term capital gain of $100,000, or $25,000, or 
an aggregate normal tax, ordinary surtax, 
and surtax on personal holding companies 
of $65,000—a savings of $23,550 in tax by 
making the proper election. 


That raises an interesting question. Sup- 
pose a corporation made an incorrect elec- 
tion. Could it at this time file an amended 
return and a claim for refund? While it 


44 Trading Associates Corp, v. Magruder, 30 F. 
Supp. 978 [40-1 ustc { 9195]; affirmed 112 F. 
(2d) 779 [40-2 ustc ff 9519]. 

4 Section 117(c)(1), Internal Revenue Code. 

46 Special ruling by the Commissioner. of In- 
ternal Revenue in a letter dated December 9, 
1943. 
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would seem that there is no question but 
that a claim for refund could be filed in a 
case where a corporation has failed to claim 
the 25 per cent limitation, yet where it has 
claimed the benefits of the 25 per cent limi- 
tation, and thus exercised its option to have 
it apply either against the normal and ordi- 
nary surtax or against the surtax on per- 
sonal holding companies, it appears that 
such an election is binding. This makes it 
quite imperative that caution be exercised in 
determining how to exercise the option. 


Gains from Futures Transactions 
in Commodities 


A further type of gross income which is 
considered to be personal holding company 
income is gains from futures transactions in 
commodities.“ What has been said with re- 
spect to the recognition of the gross gains 
in the case of gains from the sale or ex- 
change of stock and securities is equally 
applicable here. It is to be noted, however, 
that a specific exception is made excepting 
gains from transactions which arise out of 
bona fide hedging transactions reasonably 
necessary to the conduct of the business in 
the manner in which such business is cus- 
tomarily and usually conducted by others.*® 


Income from Estates and Trusts 


The next type of gross income which is 
considered to be personal holding company 
income is that of income derived from 
estates and trusts. The reason for the in- 
sertion of this type of income as personal 
holding company income is the fact that it 
was believed that, in order to escape from 
the other categories of income, individuals 
might create trusts which would then dis- 
tribute their income to the corporation.” 


Amounts Received Under Personal 
Service Contracts 


A further type of income which is con- 
sidered to be personal holding company in- 
come is an amount which is received by a 
corporation under a personal service con- 
tract.” This is to counteract the device of 
incorporated talents. The practice at one 





47 Section 502(c), Internal Revenue Code; sec. 
29.502-1(6) of Reg. 111. 

48 Ibid. 

* Section 502(d), Internal Revenue Code; sec. 
29.502-1(7) of Reg. 111. 

os House Report 1546, 75th Congress, First Ses- 
sion, p. 5. 


5! Section 502(e), Internal Revenue Code: sec. 
29.502-1(8) of Reg. 111. 
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time was for an individual, such as an actor, Amou 
to organize a corporation. He would then Corpo 
contract to work for the corporation for a 
comparatively nominal sum. The corpora-[ _"°! 
tion would then contract for the individual's sidered 
services for a much larger consideration”  CoM® } 
At the time this provision was inserted inf 1°" 'S° 
the law, the Government had not been very holder. 
successful in piercing the corporate entity reach 
and taxing the entire corporate income to — “#5 !™ 
the individual, and so it requested this pro- B ™S *® 
vision in the law. Since that time, however, B WS t! 
there have been a number of cases which B te S!¢! 
disregarded the corporate entity and taxed B 2! 2 © 
the entire income of the corporation directly B'S ¥4 
to the individual.” — 
tial < 
Briefly, this provision becomes operative B euch a 
in those situations where a corporation enters B rent t 
into a contract for the rendition of personal corpor 
services and the customer has the right to B jamily 
designate the person who is to perform such B <inall | 
services, or such person is already desig- B securit 
nated in the contract and at some time dur- B ;, tak 
ing the taxable year, 25 per cent or more in B cation 
value of the outstanding stock was owned, & treatir 
directly or indirectly, by the individual per- Boldin 
forming the personal services. was 11 
It has been suggested that one way of Her 
overcoming the prohibition of the statute B the la 
against such incorporated talent corpora- — corpo 
tions would be to organize a corporation J a cory 
composed of five or more stockholders, so — and | 
that none of them owned directly or indi- B derive 
rectly 25 per cent or more of the stock of B is ow 
the corporation. However, it would appear sistin, 
that the Commissioner would certainly sub- B renta’ 
ject such a corporation to litigation in an comp 
attempt to disregard the corporation entirely. B erty, 
Failure properly to note this provision re- ace 
sulted in a deficiency against a corporation He 
which had as its purpose the financial re- corp¢ 
habilitation of businesses, the credit of which B by t 
had become impaired, of rendering budgetary B Per ¢ 
and accounting services, and general cor- — ‘tom 
porate financial planning. It entered into a cent 
contract with one such corporation to render able 
accounting and financial services. The con- effec 
tract specifically designated the person who ment 
was to perform such services. Since the lax. 
person so designated owned more than 25 caus| 
per cent of the stock of the corporation, the J by t 
income derived under this personal service latte 
contract was held to be personal holding — oF t! 
company income.” a 
52 House Report 1546, 75th Congress, First Ses- = 
sion, pp. 5-6. Sess: 
53 See, for example, Commissioner v, Laugh- 87 | 
ton, 113 F., (2d) 103 [40-2 ustc § 9561]. d Dec. 
5 General Management Corp., 46 BTA 738 38 
[CCH Dec. 12,464], affirmed 135 F. (24) 882 (43-1 B poo 
ustc { 9447]. 
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Amounts Received for the Use of 
Corporation Property 


Another type of income which is con- 
sidered to be personal holding company in- 
come is amounts received as compensation 
for use of corporation property by a share- 
holder.“ This provision was intended to 


} reach the situation where private property 


was incorporated for the purpose of avoid- 
ing tax. The tax avoidance device which 
was thus effectively counteracted arose in 
the situation where an individual would cre- 
ate a corporation to which he would transfer 
his yacht or country estate. In addition, he 


| would transfer to the corporation a substan- 
' tial amount of income-producing property 


such as stocks or securities. He would then 
rent the yacht or country estate from the 
corporation for the use of himself and his 
family. The rent which he paid, while 
small as compared to that received from the 
securities, would ordinarily be large enough 
to take the corporation out of the classifi- 
cation as a personal holding company.” By 
treating such rental payments as personal 
holding company income, the corporation 
was made subject to the surtax. 


Here, again, the automatic operation of 
the law has resulted in taxing the innocent 
corporation. Thus, in a situation in which 
a corporation was owned by individuals A 
and B, and the corporation’s income was 
derived from the rental of a building which 
is owned and leased to a copartnership con- 
sisting of A and B, it was held that the 
rental income was an amount received as 
compensation for use of corporation prop- 
erty, and the corporation was held liable to 
the surtax.” 


However, in a recent case,™ the taxpayer 
corporation, the stock of which was owned 
by two individuals, derived more ‘than 50 
per cent of its income from rentals received 
from a subsidiary of which it owned 85 per 
cent of the stock. The rentals were reason- 
able in amount, and the lease had been in 
effect for several years prior to the enact- 
ment of the personal holding company sur- 
tax. The Commissioner contended that, be- 
cause the rental paying company was owned 
by the rental receiving company and the 
latter was owned by two individuals, the use 
of the property must be imputed to the two 


% Section 502(f), Internal Revenue Code; sec. 
29.502-1(9) of Reg. 111. 

% House Report 1546, 
Session, p. 6. 

%* Furniture Finance Corp., 46 BTA 240 [CCH 
Dec. 12,400]. 

8 Minnesota Mortuaries, Inc., 4 TC 280 [CCH 
Dec. 14,209]. 
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individuals, and thus, that the rentals con- 
stituted amounts received for the use of cor- 
poration property by the shareholders. The 
Commissioner’s contention was denied by 
the Tax Court, which held that the rentals 
were paid by a corporation for use of the 
property by the corporation and not by its 
individual shareholders, and since it is well 
established that an individual, as a stock- 
holder of a corporation, has no right in or 
right to use the corporate property, the 
rental income received was not personal 
holding company income. 


At present the situation comes down to 
whether the lessee is a corporation or a part- 
nership. If it is a partnership, then the 
lessor will be a personal holding company, 
but if a corporation, then the lessor will not 
be a personal holding company. 


Rental Income 


Another type of income which is classi- 
fiable as personal holding company income 
is rental income.” However, if the rental 
income constitutes 50 per cent or more of 
the gross income of the corporation, then 
it is not considered personal holding com- 
pany income, and obviously, since such a 
corporation could not have 80 per cent of its 
income from personal holding company 
sources, if 50 per cent or more is already 
from rents, it is not subject to the surtax. 
The purpose of the exception, e. g., except- 
ing corporations deriving 50 per cent or 
more of its gross income from rents, was 
to exclude the bona fide real estate company 
from the imposition of the surtax on per- 
sonal holding companies.” 


Included in the determination of rental in- 
come is interest on debts owed to the 
corporation to the extent that such debts 
represent the price for which real property, 
held primarily for sale to customers in the 
ordinary course of its trade or business, was 
sold or exchanged by the corporation.” In 
addition, so-called delayed rentals paid for 
the privilege of continuing a lease without 
development of the property would likewise 
be considered as rental income. 


In determining the gross income from 
rents, it would appear to be necessary to 
reduce the gross rental income received by 
all expenses, taxes, and depreciation attribut- 
able to the leased property. 


5% Section 502(g), Internal Revenue Code; sec. 
29.502.1-1(10) of Reg. 111. 

*® House Report 1546, 
Session, p. 6. 

61 Added to the Revenue Act of 1938 (sec. 
403(9); see House Report 1860, 75th Congress, 
Third Session, p. 51. 
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A further type of personal holding com- 
pany income is mineral, oil, or gas royalties 
(Section 502 (h), Internal Revenue Code; 
Sec. 29.502-1 of Reg. 111). This means all 
royalties, except overriding royalties, re- 
ceived from any interest in any mineral, oil, 
or gas property. 









However, such income is not to be con- 
sidered as personal holding company income 
if 

1. The aggregate amount of such royalties 
constitutes 50 per cent or more of the gross 
income of the corporation for the taxable 
year, and 


















7 WORD “TAX” is of ancient 
- lineage. An early ancestor is the Latin 
“taxare”, which had for one of its mean- 
ings: “to touch sharply”, a meaning that 
many taxpayers can well appreciate. 











The property tax has been traced far 
back in the period, which for brevity we 
know as B.C. In a court of Athens, 
Demosthenes, in a suit against his guard- 
ians to recover his inheritance, offered 
evidence to support a value of the estate 
at fifteen talents that it was assessed for 
taxation at three talents and was valued 
for this purpose at one-fifth of its worth. 








We speak of ability to pay in taxation; 
so did Herodotus, the Father of History, 
some 2300 years ago. An income tax was 
suggested by Plato, the pupil of Socrates 
| and the teacher of Aristotle. The Athens 
| of Pericles gave us not only the glory 
that was Greece but almost every form 
of taxation employed by the modern city 
to raise revenue. 













The inheritance tax was a part of the 
fiscal system of ancient Egypt. It was 
used in Rome by Augustus Caesar to 
meet the extraordinary expenses of war, 
| the same Caesar whose edict that all the 
world should be “taxed” caused Mary 
and Joseph to be in Bethlehem when 
Christ was born. 







Tax collectors of 2000 years ago were 
known as publicans. They are linked 
with sinners in the New Testament. 
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2. The aggregate amount of deductions 


allowable for expenses under section 23(A) 
(other than compensation for personal sery- 
ices rendered by the shareholders of the 
corporation) equals 15 per cent or more oj 
the gross income of the corporation for the 
taxable year. 


The foregoing represent the various types 
of income which are considered to be per- 
sonal holding company income. If the ag. 
gregate of this type of income equals 80 per 
cent or more of the total gross income of 
the corporation, then the gross income test 
has been met. [The End] 
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in the Field of Taxation 


| Money Meets the Law 


Money and the Law. Proceedings, The 
Institute on Money and the Law, 1945. New 
York University School of Law and the 


| Economists’ National Committee on Mone- 


tary Policy. Supplement, New York Uni- 
versity Law Quarterly Review. Published 
by the New York University School of Law, 
New York, N. Y. Price $2.50. 

The lawyer and the economist are becom- 
ing acquainted. Though interested in the 
same problems, they have often too closely 
confined themselves to their well-marked 
corners of a question. Monetary economists 
frequently know little of the legal aspects 
of money and monetary issues, and no less 
frequently lawyers are basically ignorant of 
monetary history and the principles of 
money. Failure to work together leads in- 
evitably to confusion, as witness the multi- 
tude of clashing and complex court decisions 
on important money matters. With words 
of this import Arthur T. Vanderbilt, dean 
ot the New York University School of Law, 
prefaces the collected addresses of the In- 


| stitute on Money and the Law, the fifth 


conference of its kind that the New York 
University School of Law has conducted 
within a little over a year to encourage 
lawyers and economists to exchange facts 


§ and opinions. 


Bretton Woods. At this latest conference 
F. Cyril James, principal and vice-chancellor 
of McGill University, retraced the history of 
money from Abraham’s offer to “give 
money” to Ephron in the twenty-third 
chapter of Genesis, the first mention of 
money in the Bible, to the Bretton Woods 
proposals for an international monetary 
fund. Professor Beckhart of Columbia 
University explained why he found Bretton 
Woods contradictory and ambiguous, un- 
workable and unsound. He would have an 
alternative approach to the problem of in- 


Current Books of Interest 


ternational exchange stability, one in which 
answers would be found for questions not 
even considered at Bretton Woods. Accepting 
the International Monetary Fund and the 
International Bank for Reconstruction and 
Development as workable instrumentalities, 
Arthur K. Kuhn reviewed the recommen- 
dations in the light of international law. 


National and International. At the second 
session the experts turned to problems pri- 
marily national: the Supreme Court and the 
power of Congress to regulate money, the 
muddled notions of “legal tender” and “law- 
ful money,” and the legal aspects of the 
silver policies of the United States in recent 
years. After more of Bretton Woods and 
similar subjects at the third session, the 
conference closed with an interview between 
a Mr. X and Professor Edward S. Corwin 
of Princeton University on “Dumbarton 
Oaks and the Constitution.” Professor Cor- 
win’s purpose was to clarify the relative 
constitutional powers of the President and 
Congress in fulfilling the obligations which 
the United States will acquire upon joining 
an international organization, as in a situa- 
tion, for example, in which the armed forces 
are to be used against an aggressor nation. 
Of such vital matter the collected addresses 
of the Institute are composed. Differing in 
details, the speakers found themselves in 
accord as to conclusions. If not a Bretton 
Woods, then something better—this would 
seem their common aim, and one that might 
well be realized if the new acquaintanceship 
of lawyer and economist ripens into a real 
understanding of each other’s point of view. 


Taxmen at St. Louis 


1944 Proceedings of the Thirty-seventh 
Annual Conference on Taxation, Under the 
Auspices of the National Tax Association. 
Held at St. Louis, Missouri, September 11- 
13, 1944. Copies of the Proceedings available 
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on application to the National Tax Associa- 
tion, c/o Library of Congress, Washington, 
D.C. Pree $3.75. 


Taxmen who met at St. Louis in Septem- 
ber of 1944 faced present and postwar prob- 
lems of unusual proportions. The solutions 
they suggested certainly deserve the serious 
consideration of both expert and layman 
since it is fully recognized that taxes will 
in no small measure help or hinder the 
smooth and satisfactory workings of the 
period after the war. Federal tax adminis- 
tration, cost accounting, insurance taxation 
(with the spotlight on SEUA), the state 
boards of tax appeals, postwar taxation in a 
dynamic society—these are representative 
of the tough-fibered topics tackled by the 
distinguished groups of speakers, among 
them Norman D. Cann of the Bureau of 
Internal Revenue, Roy Blough of the U. S. 
Treasury Department, and Beardsley Ruml 
of the Federal Reserve Bank of New York. 
Since Gladys C. Blakey presented a fairly 
detailed description of the conference in the 
October, 1944, issue of TAxEs, suffice it to 
say here that the Proceedings are in book 
form and hence accessible to all those who 
must keep abreast of recent tax currents. 


Auditors Talk Shop 


Internal Auditing—Now and After the War. 
Papers and Discussions at the Third Annual 
Conference of the Institute of Internal Audi- 
tors, October, 1944. Published by the Insti- 
tute of Internal Auditors, Inc., 120 Liberty 
Street, New York 6, N. Y. Price $1.75. 


Auditors too get together and talk shop, 
with rewarding results for themselves and 
for those interested in their published pa- 
pers. At the third annual conference of 
the Institute of Internal Auditors they ex- 
amined, as may the reader, the modern in- 
ternal auditing department in operation, war 
contract problems, internal controls, and the 
war and postwar responsibilities of the in- 
ternal auditor. This is just a general glance 
at the subjects presented by the eminent 
group of speakers, among them Ernest R. 


Dent, Auditor, E. I. du Pont de Nemour 
& Company, Wilmington; Charles J. Hil 
Auditor, The Peoples Gas Light and Cok 
Company, Chicago; Jack Nichols, Vice-pres. 
ident in Charge of International Develop. 
ment,- Transcontinental & Western Air, Inc: 
Lt. Colonel Victor Z. Brink, Office of the 
Fiscal Director, Headquarters Army Service 
Forces, on leave from Columbia University; 
A. A. Vogel, Auditor, Radio Corporation oj 
America, R. C. A. Division; Benjamin F 
Jackson, Resident Partner, Price, Water. 
house & Company, Detroit. 


Internal Control. Mr. Jackson’s paper on 
the “Theory and Basic Principles of Inter. 
nal Controls” may well serve as a sample 
of the type of information and treatment the 
reader can expect to find. Mr. Jackson sets 
out to dispel the fog which has in recent 
years enshrouded the expression “internal 
control.” He analyzes the two schools of 
thought on the subject: the one limiting the 
meaning of internal control to measures and 
methods within a company to safeguard the 
cash and other assets and to check the accu- 
racy of the bookkeeping, the other expanding 
the meaning to include the functional divi- 
sions of authority in all branches of the 
business as well as the record-keeping and 
accounting services. This second group 
would have a good system of internal control 
embrace top management together with sub- 
ordinates. Mr. Jackson feels that most pub- 
lic accountants would yield to this broader 
definition even though when making their 
examinations, they are primarily concerned 
with accounting control. With terms thus 
defined, Mr. Jackson proceeds to construct 
the standards of internal control, concluding 
with a warning lest the human element be 
overlooked, since, in the last analysis, con- 
trol is exercised—not by charts and reports 
—but by people. His effort to clarify the 
functions of the controller is in keeping 
with what would seem the goal of each 
speaker: to make some area of the complex 
field of auditing more comprehensible to the 
accountant, businessman, and lawyer. 


a 


NEW COMMISSIONER: Effective March 20, O. M. Howard, former member 
of the Kentucky Tax Commission, was appointed Kentucky Commissioner of 
Revenue by Governor Willis to succeed Dr. W. J. Moore, Commissioner of Reve- 


nue since June 1, 1944. Dr. Moore resigned to become Dean of Eastern State 
Teachers College. 
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INTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER 
COURTS 


Attorneys’ fees—Res judicata.—After the 


© conclusion of a suit for refund, by stipula- 


tion with prejudice, a claim was filed for a 
further refund, based on the diminution of 
the estate by reason of payment of attor- 
neys’ fees for services in the first suit, 
which, it was alleged, could not be deter- 
mined until completion of the suit. It is 
held that the dismissal of the first suit is 
res judicata as to all overpayments of estate 
taxes, and that an estimate of the attorneys’ 
fees could have been made, subject to final 
adjustment. Following Guettel v. U. S., 38-1 
ustc $9195, 95 Fed. (2d) 229. CCA-2 
Newcomb Cleveland Bankers Trust Company, 
as Executors of the Last Will and Testament 
of Alfred W. Erickson, Deceased, Plaintiff s- 
Appellees v. Joseph T. Higgins, Collector of 
Internal Revenue for the Third District of 
New York, Defendant-A ppellant. 45-1 ustc 
§ 10,196. 


Failure to identify funds.—Where the only 
evidence before the Tax Court was that tax- 
payer received an installment of $90,000 in 
1936 upon a condemnation award, that this 
sum was deposited to taxpayer’s bank ac- 
count as soon as it was received, and that 
“similar property” was bought by the tax- 
payer in 1937, but where there was no evi- 
dence as to the deposit account except that 
on December 31, 1936, the account stood 
at $22,186.61, the Tax Court’s finding that 
the taxpayer forthwith expended $40,657.84 
of the award to acquire property similar to 
that condemned is not supported by the 
evidence, since it appears that no part of 
the award got into the account after De- 
cember 31, 1936. Granting that the taxpayer 
used the $22,186.61 balance in the bank ac- 
count for purchase of “similar property,” it 
is held that if that sum was added to the 
amount previously paid by the taxpayer for 
similar property out of other installments, 
the total was less than the “basis” of the 
property, and under the rule in lV inter Realty 
& Construction Co., 45-1 ustc J 9290, no part 
of the “gain” could fall within the exemp- 
tion set out in Code Sec. 112(f). CCA-2, 
Commissioner of Internal Revenue, Petitioner 
v. Flushingside Realty Company, Respondent. 
Flushingside Realty Company, Petitioner v. 
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* 


Commissioner of Internal Revenue, Respond- 
ent. 45-1 ustc § 9290. 


Purchase of “similar property” in antici- 
patory replacement.—An owner whose prop- 
erty has been condemned may not buy 
“similar property” in anticipatory replace- 
ment of the award, pay for it out of his own 
funds, recoup himself later out of the award 
when he gets it, and treat any “gain” as 
exempt under Code Sec. 112(f). CCA-2, 
Twinboro Corporation, Petitioner v. Commis- 
sioner of Internal Revenue, Respondent. 45-1 
ustc J 9291. 


Family transfer—In Doyle v. Commis- 
sioner, 45-1 ustc § 9190, it was held that 
transfer of an interest in a syndicate by the 
taxpayer to his wife and children, where 
the only asset of the syndicate was a court 
judgment against the government rendered 
by the Court of Claims, which the U. S. 
Supreme Court had refused to review, was 
an anticipatory assignment of income, and 
the profit, which had been realized before 
the assignment, was income of the taxpayer. 
Petition for rehearing is denied, since no 
point is presented which had not already 
been fully considered. Richard S. Doyle, 
Petitioner v. Commissioner of Internal Reve- 
nue, Respondent. 45-1 ustc ¥ 9266. 


Reasonable compensation: Evidence. — 
What is reasonable compensation paid to 
employees by a corporation, for purposes 
of deduction under Code Sec. 23 (a) (1) 
(A), is a question of fact to be determined 
by the facts peculiar to each case. The Tax 
Court was not wrong in holding that the 
taxpayer failed to overcome the burden of 
proof placed upon it by the Commissioner’s 
determination of reasonable allowances for 
compensation, where the facts showed that 
in the taxable years taxpayer’s increase in 
net sales was due in a sizeable extent to 
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war contracts, that taxpayer owned another 
corporation and there was some question 
that the four officers who received increased 
compensation also worked for the other 
corporation, and that taxpayer’s other em- 
ployees had only moderate increases in wages 
for the period in which the four officers re- 
ceived large increases. Although the Tax 
Court should have made a separate finding 
as to reasonable compensation for each officer, 
rather than a finding of an aggregate lump 
sum for the group, this is not ground for 
reversal. CCA-4, Miller Manufacturing Com- 
pany, Inc., Petitioner v. Commissioner of In- 
ternal Revenue, Respondent. 45-1 ustc J 9293. 


Unpaid interest: Constructive payment.— 
Where taxpayer in 1939 accrued interest on 
indebtedness to its president, who owned 
60% of its stock and reported his income 
on a cash basis, taxpayer may not deduct 
such interest for the taxable year 1939, 
which was not paid until May 17, 1940, be- 
cause the facts here are squarely within 
circumstances provided in Code Sec. 24 (c) 
which prohibit the deduction. The Court 
further holds that the word “paid” in Code 
Sec. 24 (c) is definite and does not mean 
“constructively paid.” Therefore, the in- 
terest in question was not paid within two 
and one-half months after the close of the 
taxable year. CCA-5, P. G. Lake, Inc., Peti- 
tioner v. Commissioner of Internal Revenue, 
Respondent. 45-1 ustc { 9267. 


Income from spendthrift trusts, managed 
in New York, as community property in 
Texas.—Under the general rule in Texas, 
income from separate property falls, when 
received, into the community unless a con- 
trary intention is expressed by the donor. 
Where taxpayers, who were married and 
living in Texas, received income of trusts 
established by their father in New York 
and managed by trustees in that state, where 
the corpus of the trust consisted of personal 
property, such income was held to fall into 
the community; and the insertion of a 
spendthrift clause in the trust instruments 
designed to protect property from creditors, 
and from alienation by the beneficiary before 
it was received, carried no inference that the 
grantor’s purpose was to make such income 
the separate property of the beneficiaries. 
The principle of law generally applied is 
that the interest of one spouse in movables 
acquired by another during the marriage is 
determined by the law of the domicile of 
the parties when the movables are acquired. 
CCA-5, Commissioner of Internal Revenue, 
Petitioner v. Gladys C. Porter, Respondent, 
and Commissioner of Internal Revenue, Peti- 
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tioner v. Camille V. Lightner, Respondent 
45-1 ustc ff 9254. 


Partnership not taxable: Members oj 
family. Where taxpayer made a purported 
gift to his wife of a 50% interest in his busi. 
ness, and articles of partnership were entered 
into between taxpayer and his wife, who 
contributed such interest to the partnership, 
the Tax Court’s finding that taxpayer did 
not make a bona fide gift-to his wife becaise 
he failed to divest himself of all the eco- 
nomic incidents of ownership, and that no 
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partnership existed for federal tax purposes, aa 
will not be disturbed. CCA-6, Frank J.B on inco 
Lorenz, Petitioner v. Commissioner of Internal ® their te 
Revenue, Respondent. 45-1 ustc J 9269. son anc 
City as minority stockholder of wate po’ “° 
company.—In Citizens Water Co., 37-1 usr Boor? Oo" 
19110, the Eighth Circuit held, in a suit by B2! St° 
a water company in which the City of Bur- prance 
lington owned stock, that the income of the investn 
water company was not tax-exempt income sitet 
of the City. In this action the City filed UStC¢ 
suit for refund of all taxes paid by the water his disc 
company except tax on payments made to althou; 
private stockholders. It is held that al- effectiv 
though a contract between a city and a trol si 
public utilities corporation shows that the ship ” 
city has control over the corporation’s ex- with ta 
penditures, a right to direct disposition of a family 
surplus “water fund” and has a right toms? ¢ 
acquire ownership of the corporation by detern 
paying other stockholders par value for their f S"@""° 
stock, since the earnings and revenues of ta 
the corporation initially belong to it as a os 
separate entity, and belong to the city only — 
if they are distributed as they would beQ Try 
distributed to any stockholder, the income § ,55,a; 
eventually distributed to the city is not ex- B of try 
empt from taxation. CCA-8, City of Bur- Bo: eco 


lington, Iowa, Appellant v. United States of 
America, Appellee. 45-1 ustc J 9282. 


Partnership not taxable: Missouri court 
decree.—Where taxpayer’s wife filed a peti- 
tion in a Missouri state court for a declara- 
tory judgment to construe a partnership 
agreement drawn up by the taxpayer in 
1932, and to determine her rights thereunder, 
although the state court entered judgment 
that the agreement created a partnership, 
the existence of rights so established does 
not control the incidence of taxation under 
federal revenue statutes. Where only hus- 
band and wife are parties to a contract, 
the test for purposes of federal taxation is 
whether the contract caused a substantial 
change in the taxpayer’s (husband’s) eco- 
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nomic position. And where the Tax Court Co 
found that a partnership did not exist for § ratio 
federal tax purposes, because of absence 0! § legal 
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uch change in economic position, on facts 
hat the wife had contributed no capital and 
that her services were slight, considering the 
restricted field of review by the appellate 
court, the intimate family relationship pres- 
ent, and the burden of proof upon the tax- 
payer, it cannot be said that there was no 
rational basis for the holding of the Tax 
Court. CCA-8, Francis Doll, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ont. 45-1 ustc J 9275. 


Trusts: Control by grantor.—Grantor- 
taxpayer is taxable under Code Sec. 22(a) 
en income from two trusts, irrevocable by 
their terms, set up for the benefit of his 
son and daughter, where the trusteed prop- 
erty consisted almost wholly of stock in a 
corporation of which taxpayer was a princi- 
pal stockholder, where the taxpayer was 
trustee with sweeping powers of control and 
investment outside the restraints imposed 
on a conventional fiduciary, and where the 
trustee had a power to invade the corpus at 
his discretion. Under such an arrangement, 
although the gift to the trust is legally 
effective, the taxpayer has retained such con- 
trol of the incidents of his previous owner- 
ship as to leave him in economic substance 
with what he previously had enjoyed in the 
family situation. And the family relation- 
ship constitutes a material factor in the 
determination of control, even though the 
grantor is no longer under legal obligation 
to support the beneficiaries. CCA-8, Harry 
Edison, Petitioner v. Commissioner of Internal 
Revenue, Respondent. 45-1 ustc § 9274. 


Trust: Grantor taxable—Tax Court’s 
appraisal of the grantor-taxpayer’s control 
of trust property as equivalent to retention 
of economic ownership had a rational basis, 
and the grantor was taxable under Code 
Sec. 22(a) on income of trusts he set up 
for his wife and children, where by the 
terms of the trusts grantor’s powers as 
trustee were almost limitless, and especially 
where taxpayer, as trustee, had power, in 
his sole discretion, to pay over to the bene- 
ficiaries, or to accumulate, the net income 
of the trusts, to shift the proportionate in- 
terests of the wife and children in the accu- 
mulated income account and the trust estate, 
and to change the administrative provisions 
of the trust. Louis Stockstrom v. Com., 45-1 
ustc 9243, followed. CCA-8, E. S. Funsten, 
Petitioner v. Commissioner of Internal Reve- 


nue, Respondent. 45-1 ustc J 9273. 


Compensation for services rendered: Pro- 
ration over a long period.— Where a fee for 
legal services rendered by taxpayer’s part- 
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ner prior to formation of their partnership 
came within the orbit of Code Sec. 107, as 
originally enacted by Sec. 220, Act of 1939, 
which authorized the spreading of income if 
compensation was received for personal 
services rendered over a five-year period, 
but the taxpayer’s services on the case be- 
gan less than five years before receipt of 
the fee, the taxpayer may not add his part- 
ner’s previous individual services to the 
services rendered by the partnership, to bring 
his portion of the fee within the statute. 
CCA-9, Ralph G. Lindstrom, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent. 45-1 ustc § 9277. 


Association distinguished from trust: Res 
judicata.—In consequence of the rule estab- 
lished by the Supreme Court (Morrissey v. 
Com., 36-1 ustc J 9020, 296 U. S. 344), that 
the character of the organization as to whether 
or not it is a “business trust” is determined 
by what the instruments creating the trust 
empowered the trustee to perform, and not 
by what power the trustee actually exercised, 
the trust is held to be taxable as an associa- 
tion, since it had the essential characteristics 
of a corporation as stated in the Morrissey 
case. A decision of the Tax Court for a 
prior taxable year, which was prior to the 
Supreme Court’s decision in the Morrissey 
case, is not res judicata as to the taxable 
years although the facts were the same. 
CCA-9, Commissioner of Internal Revenue, 
Petitioner v. Security-First National Bank of 
Los Angeles, Trustee of Trust No. L. B. 
791-A, J. B. Barber et al., Beneficiaries, Re- 
spondents. 45-1 ustc { 9283. 


Embezzled funds.—Moneys embezzled by 
a bookkeeper from his employer are not, per 
se, taxable income to the embezzler, although 
such moneys were lost by the embezzler 
in wagering, where the employer never con- 
doned the crime and continued to hold the 
embezzler liable to restore the moneys even 
after the embezzler was convicted, and 
where under the law of the state where the 
crime was committed, the person embezzled 
could replevy any embezzled moneys in the 
possession of the embezzler and the em- 
bezzler was under liability to the party from 
whom the property was appropriated. Un- 
der such circumstances, the property right 
to the money never passed to the embezzler. 
CCA-9, Laird Wilcox and Maud Wilcox, Hus- 
band and Wife, Petitioners v. Commissioner 
of Internal Revenue, Respondent. 45-1 ustc 
1 9264. 


Expenses of detection; Oral promise of 
reward by revenue agents.—The claimant’s 
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allegation in his petition that Internal Reve- 
nue Agents orally promised him that if he 
would give information leading to detection 
of anyone for violation of the Internal Reve- 
nue Laws by evading income taxes and to 
recovery of such taxes, he would be re- 
warded by the Commissioner of Internal 
Revenue in accordance with Treasury De- 
cision 4663 to an extent of 10% of the amount 
recovered, cannot be treated as an agree- 
ment expressed or implied by the Commis- 
sioner to pay any definite sum. Agents 
cannot, in the absence of express authority, 
bind the Commissioner, and since the only 
offer of the Commissioner was in T. D. 4663, 
which specifically stated that he would pay 
such reward “as he may deem necessary,” 
the claimant is not entitled to recover upon 
the facts alleged. Ct.. Cls., John Chase v. 
United States. 45-1 ustc J 9284. 


Income taxable to grantor: Contingent 
accumulations.—Taxpayer-grantor was tax- 
able on moneys retained by trustees of 
trusts he created for his children, after certain 
payments to the beneficiaries, the money to 
be paid on deficits owing to beneficiaries for 
previous years, and the balance, if any, to 
be paid to the grantor if then living. Sec- 
tion 167 (a) (1), Act of 1936, providing that 
trust income held for future distribution to 
the grantor is taxable, and Art. 167-1, Reg. 
94, are applicable, even though there is un- 
certainty of a distribution to the grantor, 
since under this section the income need not 
be held unconditionally for future distribution 
to the grantor. Ct. Cls., 4. Atwater Kent v. 
The United States. 45-1 ustc { 9287. 


Dividends v. capital gains: Partial liqui- 
dation.—Taxpayer’s gain on sale of stock 
to the issuing corporation was taxable as 
a capital gain only to the extent of the 30% 
limitation provided in Sec. 117 (a), Act of 
1936, and not taxable to a 100% extent as 
provided in Sec. 115 (c), Act of 1936, as an 
amount distributed in partial liquidation, as 
that term is defined in Sec. 115 (i), where 
the issuing corporation bought the stock 
from random stockholders, some of whom 
sold part of the stock and some of whom 
sold none, and where the corporation’s stated 
purpose was to rearrange its capital struc- 
ture so as to permit those who were in 
active management of its business to retain 
control of the company through ownership 
of its stock. The spirit of the pertinent 
statute was to prevent a distribution of dis- 
guised dividends, but a gain derived by only 
one stockholder has none of the elements 
of a dividend. Nor does the transaction 
come within the letter of Sec. 115 (i), which 
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which results in “complete cancellation g 
redemption of a part” of the corporation’ 
stock, where the corporation’s charter pr 
vided that any stock redeemed, purchaseé 
or otherwise acquired by the corporatig 
might be sold at whatever price its board ¢ 
directors fixed, since this provision mag 
the stock purchased from the taxpayer ng 
“completely cancelled or redeemed.” Op 
dissent. Ct. Cls., Trust Company of Georgi 
and James E. Dickey, Trustees for Charlot 
Louise Woolford v. The United States. 454 
usTc J 9288. 


Purchase and sale by corporation of ow 
stock.—The purchase by taxpayer-corpore 
tion of shares of its own stock and thei 
resale at a profit gave rise to income unde 
Sec. 22(a), Act of 1936, as interpreted by 
Reg. 94, Art. 22(a)-16 (first promulgated ir 
1934 as T. D. 4430, XIII-1 CB 36), whic 
held that a gain derived by a corporatior 
from purchase and sale of its own stock 
constituted taxable income. Taxpayer: 
contentions that the Regulations artick 
does not apply to it because taxpayer wa 
not engaged in “dealing in its own shares 
as it might in the shares of another 
corporation” and that, if the article does 
apply to a single transaction it is invalid 
were controverted by Congressional acqu- 
escence and approval of Article 22(a)-lf 
through continuance of the identical, broad 
provisions of Sec. 22(a) in subsequent in- 
come tax enactments, and by judicial appli 
cation of the pertinent article in cases 
similar to the one here under consideration 
Ct. Cls., Edwin L. Wiegand Company v. The 
United States. 45-1 ustc J 9286. 


TAX COURT 


Bonds and stock received for stock: Le- 
gitimate business purpose.—Taxpayer wa‘ 
the principal owner of the common stock 
of X corporation, which had no other class of 
stock and no bonds. Pursuant to a plan 
of recapitalization, taxpayer exchanged his 
stock having a par value of $100 per share 
for new no par value common stock having 2 
stated value of $50 per share and 20-year 
debenture bonds of X bearing 6% interest 
of a face amount equal to one-half of the 
par value of the old stock. No change was 
made in the surplus account of X and ne 
declaration of a dividend was made. The 
authorized capital was reduced one-half and 
the balance was transferred to an account 
for the payment of the debenture bonds 
One of the purposes of the recapitalization 
was to minimize state franchise taxes and 
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he federal income tax liability of X. The 
lax Court held as follows: There was a 
bona fide recapitalization, and, since it had 
legitimate business purpose (reduction of 
ax liability of the corporation) and was 
ot for the exclusive benefit of the stock- 
olders, the recapitalization was a reorgan- 
zation within the purview of Code Sec. 112 
g) (1) (E); and the exchange of stock for 
tock and debentures was an exchange 
vithin the provisions of Code Sec. 112 (b) 
3). Accordingly, the debentures received 
y taxpayer in the exchange did not consti- 
ute a taxable dividend under Code Sec. 115 
(c). Adam A. Adams v. Commissioner. CCH 
Dec. 14,505. 


Possibility of reverter—“Intended event” 
enlarging estate of grantees.—Decedent, dur- 
ing his lifetime, transferred property to five 
irrevocable trusts established for the benefit 
of his children and their issue. The income 
of each trust was to be paid to the child 
for life and upon his death the principal was 
to be paid to his issue or, in default of issue 
then living, to such child’s brothers and 
sisters, the issue of either of them who 
might not be then living to take the share 
which their ancestor would have taken had 
he or she survived; or, if none of such 
descendants were then living, the property 
was to revert to decedent or his legal rep- 
resentatives. Held, following Frances Biddle 
Trust, 3 TC 832, that no amount is in- 
cludible in decedent’s estate as a transfer 
intended to take effect in possession or enjoy- 
ment at or after death under section 811 (c), 
Internal Revenue Code, inasmuch as dece- 
dent’s death was not the “intended event” 
which enlarged the estate of the grantees 
or any of them. The Court distinguishes 
Fidelity-Philadelphia Trust Co. (Stinson Est.) 
v. Rothensies, 45-1 ustc J 10,168, — U. S. —, 
65 S. Ct. 508, holding that no string was 
retained by decedent which “might have 
resulted in altering completely the plan con- 
templated for the transmission of 
decedent’s property. Estate of Harris Fahne- 
stock, Deceased, Georgette G. V. Fahnestock, 
Harris Fahnestock, Jr. and James F. Mim- 


naugh, Executors v. Commissioner. CCH Dec. 
14,475. 


Reverter contingent upon surviving bene- 
ficiary’s death before attaining majority.— 
Decedent, not in contemplation of death, 
deposited $100,000 with an insurance com- 
pany for the benefit of those of her grand- 
children then living or thereafter born who 


should attain age 21. She retained for her- 
self or her estate a remote possibility of 
reverter, not subject to valuation, with re- 
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spect to that part of the fund remaining in 
case the last surviving grandchild should die 
before reaching the age of 21. As each 
grandchild became 21, his or her share was 
freed of any possibility of reverter. De- 
cedent’s death could in no way affect the 
right to possession or enjoyment of the 
transferred property or its ultimate disposi- 
tion. Decedent had five grandchildren when 
the deposit was made and six on the date 
ot her death, two of whom had reached age 
21. Held, the transfer was not one intended 
to take effect in possession or enjoyment 
at or after decedent’s death under section 
811(c), Internal Revenue Code. Following 
Francis Biddle Trust, 3 TC 832 (appeal pend- 
ing CCA-3), and Estate of Harris Fahne- 
stock, Deceased, 4 TC — (April 3, 1945), and 
distinguishing Fidelity-Philadelphia Trust Co. 
(Stinson Est.) v. Rothensies, 45-1 ustc 
f 10,168, — U. S. —, 65 S. Ct. 508. Estate 
of Mary B. Hunnewell, Malcolm Donald, Nel- 
son S. Bartlett, and Franklin H. Palmer, Exec- 
utors v. Commissioner, CCH Dec. 14,490. 


Power of appointment by will reserved: 
Control retained.—Taxpayer was president 
and sole stockholder of X corporation. The 
dividends on X’s preferred stock had not 
been paid for several years before 1939. In 
that year X intended to pay current divi- 
dends and dividends in arrears on the pre- 
ferred stock. Prior to such payment 
taxpayer created a trust to which he con- 
veyed the preferred stock. He and a close 
business associate were named as co-trus- 
tees, with the power in taxpayer to remove 
that associate or any other co-trustee and 
appoint a successor. The trust was to ter- 
minate on the death of settlor or his wife 
or any beneficiary named by him, whichever 
was latest. The income of the trust was to 
be accumulated for 20 years, or until the 
death of taxpayer or of his wife. At the 
end of the period of accumulation if tax- 
payer was alive (he was 37 years old in 
1939), the income was to be paid to his wife, 
or to any other beneficiary who might be 
selected by him from time to time. Upon 
termination of the trust the corpus (includ- 
ing accumulated income) was to be paid to 
those persons designated by taxpayer by 
will or otherwise. The trust was otherwise 
irrevocable. In holding that the income of 
the trust for the year 1941 was properly tax- 
able to the grantor, under Code Sec. 22(a), 
the Tax Court points out that one of the 
peculiarities of the trust instrument was that 
there was no beneficiary provided for with a 
vested indefeasible equitable interest, and 
that it rested in grantors’ power at all times 
to determine who should be the beneficiary 
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of the trust, and for how long and in what 
amounts. Commissioner v. Bateman, 42-1 
ustc J 9402, 127 Fed. (2d) 266, distinguished. 
Stanley J. Klein v. Commissioner. CCH Dec. 
14,506. 


Trusts: Not taxable to grantor although 
named as trustee.—Taxpayers, husband and 
wife, in 1938, transferred community prop- 
erty to the husband as trustee, for their 
three minor daughters. All the trusts were 
irrevocable, for long terms, and no powers 
were reserved to alter or amend them in 
any way. The grantors reserved no power 
to direct the income or principle of the trusts 
to be paid to beneficiaries other than those 
named in the trusts. Only in the event the 
grantors, as parents, were able to support 
the beneficiaries could the trustee in his 
sole discretion distribute any income prior 
to the beneficiary’s attaining the age of 21. 
Distribution of certain percentages of the 
trust estate was mandatory when a benefi- 
ciary attained the ages of 21 and 30, and the 
trustee in his discretion could distribute a 
certain part of the estate when a beneficiary 
became 25 years old and could distribute all 
and terminate the trust when a beneficiary 
reached age 30. Termination was manda- 
tory when a beneficiary reached age 50, and 
in any event at the expiration of 20 years 
and 10 months after the death of the last 
daughter living when the trusts were cre- 
ated. In case of death of a beneficiary the 
remainder went to others than the grantors. 
Provision was made for additional trustees. 
No part of the trusts was used for support 
of the children. In 1940, three additional 
substantially similar trusts were created by 
the taxpayers for the same beneficiaries. In 
the taxable years the beneficiaries were all 
minors. The net income of each of the 
trusts was accumulated by the trustee in 
behalf of the respective beneficiaries. The 
Commissioner contended that taxpayers 
were taxable under Code Sec. 22 (a), as 
made applicable in the Clifford case (40-1 
ustc J 9265, 309 U. S. 331) and similar cases 
following that decision, and placed consid- 
erable emphasis on the fact that one of the 
grantors was sole trustee, thus bringing the 
trusts within the doctrine of Louis Stock- 
strom, 45-1 ustc § 9243. The Tax Court 
holds that the isolated fact that a grantor 
is also trustee does not make the grantor 
taxable on the trust income under Code Sec. 
22 (a) where he does not retain command 
over the trust income and in all probability, 
under the trust, will never regain beneficial 
ownership of the corpus. It is pointed out 
that here there was no power in the settlor- 
trustee to shift income beneficiaries, or to 
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accumulate or distribute income, as there 
was in the Strockstrom case. On the finding 
that nowhere in the trust instruments is 
there language which would justify the 
Commissioner’s contention that the hus- 
band-grantor, as trustee, reserved a right 
to direct sales of trust property to himself 
or others at his own price and on his own 
terms, and thereby had the equivalent of 
power too revest, income of the trusts is 
held not taxable under Code Sec. 166, 
Moreover, since none of the income from 
the trusts was actually used to support any 
of the taxpayer’s children, the Tax Court 
holds that no part of the income of the six 
trusts is taxable to the taxpayers under Sec. 
167. Frederick Ayer, 45 BTA 146, CCH Dec. 
12,083, and David Small, 3 TC 1142, CCH 
Dec. 14,041, followed. J. M. Leonard v. Com- 
missioner; Mary Leonard (Mrs. J. M. Leon- 
ard) v. Commissioner; Mary Leonard Trust 
#1, J. M. Leonard, Trustee v. Commissioner; 
Miranda Leonard Trust #1, J. M. Leonard, 
Trustee v. Commissioner; Martha Leonard 
Trust #1, J. M. Leonard, Trustee v. Com- 
missioner. CCH Dec. 14,516. 


Gifts of interest to wives ineffective. — 
Taxpayers were sole owners, as partners, of 
two laundry businesses, each having an un- 
divided one-half interest. On May 1, 1940, 
taxpayers and their wives entered into a 
joint agreement in which they contracted to 
associate themselves as partners, with each 
husband setting over to his wife one-half 
of his undivided one-half interest in the 
laundries. The taxpayers’ wives contrib- 
uted no services to the two businesses. The 
only possible capital contribution by the 
wives was the alleged gift from the husband 
of each. The taxpayers and their wives, 
subsequent to the agreement, registered as 
a partnership under the Fictitious Names 
Act of Pennsylvania. The agreement pro- 
vided that the taxpayers alone could fix 
their compensation from the business, and, 
hence, they governed the amount of the 
distributable income. Either taxpayer could 
prevent the sale during the life of his wife, 
of the interest given to her. At death, 
neither wife had a right of testamentary 
disposition,of her interest. It was also pro- 
vided that each husband should succeed to 
the interest of his wife upon her death. The 
Tax Court holds that despite the agreement, 
neither taxpayer intended to nor effectuated 
a valid, completed gift of any interest in the 
assets of the business, and that the agree- 
ment was no more than an assignment o! 
income by the taxpayers. Consequently, 
taxpayers did not relieve themselves of the 
liability for tax on income so assigned, and 
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they were taxable on income from the busi- 
ness in equal proportions. Carl P. Munter 
y. Commissioner; Sidney S. Munter v. Com- 
missioner. CCH Dec. 14,510. 


Distribution by corporations: Complete 
liquidation.—A plan for liquidation, approved 
September 10, 1940, provided that a corpo- 
ration be dissolved immediately upon the sale 
of the assets of the corporation “or as soon 
thereafter as possible.” Assets were sold for 
$35,000 and the taxpayer, a stockholder of 
the corporation, received a liquidating divi- 
dend on September 16, 1940. All the re- 
maining assets were sold on October 31, 
1940, for a total consideration of $100,000, 
payable $75,000 in cash and $25,000 in three 
promissory notes. The notes were to be 
placed in escrow for the purpose of securing 
the purchases against future attachments 
which might arise as a result of suits then 
pending against the corporation. The cor- 
poration proceeded to wind up its affairs, 
but due to the pendency of these actions, 
$25,000 of the sale proceeds could not be 
distributed until such cases were settled. 
The last of these suits was settled on Janu- 
ary 10, 1942, and the total amount of the 
notes was paid to the corporation. On June 
15, 1942, a final dividend was paid. A certifi- 
cate of dissolution for the corporation was 
filed on February 28, 1942. The taxpayer 
claimed, as to the distributions he received, 
that they arose out of complete liquidation 
of a corporation, that under Code Sec. 115 
(c) such gain was a long-term capital gain 
and that he was taxable to the extent of 50 
per cent thereof. The Commissioner claimed 
that there was no plan of liquidation within 
a specified time as required under Sec. 115 
(c) for complete liquidation, with the result 
that the dividends were distributed in partial 
liquidation and the gain was taxable at 100 
per cent as a short-term capital gain. The 
Tax Court holds that a plan requiring the 
immediate liquidation of a _ corporation’s 
assets, where it appears that such assets are 
readily marketable and that the plan can 
readily be carried out, and is in fact carried 
out, within the period allowed by statute, is 
a “complete liquidation” within the meaning 
of Code Sec. 115 (c), even though no exact 
time is specified. John R. Roach v. Commis- 
sioner. CCH Dec. 14,514. 


Purchase of own stock and redemption as 
partial liquidation: Business purpose served. 
—In 1941, a corporation, of which taxpayers 
were stockholders, purchased 40 per cent 
of its outstanding shares at a price of $160 
per share and thereupon canceled and re- 


Interpretations 


tired the shares so purchased, although by 
an oversight a certificate of reduction was 
not filed with the Secretary of State until 
August, 1944. The corporate resolution 
adopted in 1941 expressly provided, that the 
stock be purchased and “retired upon the 
delivery thereof.” At the time of the pur- 
chase and retirement of the shares, the cor- 
poration’s capital was substantially larger 
than was necessary for the needs of the 
business and it was expected that the cor- 
poration would be liquidated at some time 
in the future. On these facts the Tax Court 
found that such shares were acquired for 
the purpose of their retirement and that such 
retirement in the taxable year served a 
sound business purpose. Accordingly, it 
was held that the distribution to the stock- 
holders was in partial liquidation under the 
definition set forth in Code Sec. 115 (i) and 
was not made “at such time and in such 
manner” as to be essentially equivalent to a 
taxable dividend within the meaning of 
Code Sec. 115 (g). Samuel A. Upham v. 
Commissioner; Estate of George F. Clark, The 
Northern New York Trust Company, Ex- 
ecutor, and Minnie F. Clark, Executrix v. 
Commissioner. CCH Dec. 14,484. 


' Equitable interest of wife. — Taxpayer 
started a restaurant business with borrowed 
capital, and he and his wife worked together 
for many years to make it successful. The 
taxpayer recognized that his wife had a 
stake in the business from the beginning. 
The income was kept in joint bank accounts 
and taxpayer and his wife were jointly obli- 
gated on loans incurred. Taxpayer and his 
wife always treated the earnings from the 
restaurant business as belonging to them 
jointly. In 1938, taxpayer assigned a one- 
half interest in certain real estate, part of 
which had been in his name, and part held 
jointly, and in an oil and gas lease, in recog- 
nition of her equitable interests in those 
properties. As to the restaurant business, 
the Tax Court holds that the taxpayer and 
his wife were equal owners, since the wife 
had contributed capital and services, and in- 
come therefrom was divisible, one-half to 
each. The Tax Court holds, as to part of 
the real estate and the oil and gas leases, 
that since these were acquired out of funds 
jointly owned, the wife is taxable on one-half 
of the income. As to the parcel held by 
the entirety, the Tax Court holds that under 
the laws of Michigan, the income from prop- 
erty so held is taxable equally to the hus- 
band and wife. H. D. Webster v. Commis- 
stoner. CCH Dec. 14,501. 
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The Shoptalkers: “Funny, how many peo- 
ple just cannot seem to understand the 
fundamental nature of ‘depreciation’,” ob- 
served Oldtimer. “I’ve heard the strangest 
notions about it, including the one that bene- 
fits can be induced by juggling the rates, 
which we heard so much about a few months 


” 
ago. 


“T don’t remember anything about that,” 
admitted the Kid. 


“Well, there was quite a bit about it in 
the press,” continued Oldtimer. ‘The gen- 
eral idea was that you could help postwar 
full employment by permitting accelerated 
depreciation. is 


“Quit your kidding!” interrupted the Kid, 
laughing. “Where did you read that—in the 
funny papers? I’ve seen many things buried 
in depreciation reserves, but no jobs!” 


“It was a serious proposal,” protested 
Oldtimer, “and quite a number of authorities 
came out in favor of it.” 


“T don’t get it,” confessed the Kid. “Do 
you mean that making more journal entries 
would contribute to full employment?” 


’ 


“T’ll ignore that one,” retorted Oldtimer. 
“The general idea was this: you would en- 
courage the acquisition of new machinery 
and new equipment, after the war, by per- 
mitting a more rapid write-off. . “ 


“A peace-time section 124,” 


Philo. 


suggested 


“Maybe,” agreed Oldtimer. “Anyway, by 
stepping up the rates, you would permit 
earlier recovery of the cost and the taxpayer 
would have more working capital to play 
with in his business, would be in a better 
position to give jobs, and so forth.” 
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“Having more working capital is a laud-J have a 
able objective,” granted the Kid, “but it§ which 
seems to me that there must be better ways «yy. 
of accomplishing it than by sleight of hand. ial 
Why mess around with depreciation rates? ay 
They are essentially an engineering determi- scl om 
nation.” But th 
“A lot of people won’t agree with you ong Were | 
that,” declared Philo. “Why should there § Yets, 
be any engineering emphasis?” see 
had th 
“Oh, that seems self-evident to me,” re- “Th 
plied Oldtimer. “Depreciation represents the], 
gradual exhaustion of the usefulness of physi- noge 
cal assets, very largely buildings and struc- = os 
tures, machinery, transportation equipment, Ever) 
and so forth. Engineers build all that stuff. ~ 
Who'd be better qualified to measure the aig: 
rate of loss of usefulness?” “You 
Irom 





“Well, engineers built all the facilities 
covered by section 124,” rejoined Philo, “but 
no one is asking them for a depreciation 


lookit 
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rate. Section 124 fixes that by fiat. So agg 
what? What’s the matter with purely arbi- ? 
trary rates for all practical purposes? = 

“Nothing much, except that they don’t ed 
make any sense,” said Oldtimer. “And don’t J ..;.. 
confuse ordinary depreciation with the write- J ,.:.. , 
off provisions of section 124; they apply ff there 
only to specified emergency facilities, and picke 
nothing else.” “a 

“T agree on all that,” consented Philo, “but § Year: 
my point is that section 124 tends to set a “TV 
precedent. It shows that something could J ¢,,; - 
be worked out if it were decided to step up § ox; 
depreciation allowances as an aid in recon- 
version efforts or to bolster postwar busi- 
ness.” 

“If your point is that a workable method 
can be contrived, I agree with you,” replied 
Oldtimer. “It’s as simple as section 124. 
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But I come back to this: what’s the real 
point of it? Who do you expect to kid by 
writing off a truck in two years instead of 
five? In the long run, what have you 
gained ?” 

“You have gained the use of more cash 
in the business for those two years,” ex- 
plained Philo. “And they might be two 
years in which that factor is important.” 


“The opposite assumption is just as logi- 
cal,” countered Oldtimer. “It may be two 
years in which the cash angle wouldn’t make 
any difference. One view is as valid as the 
other.” 


“Then, of course, you’d be losing the bene- 
fits of depreciation deductions that much 
sooner,” observed the Kid. “You may not 
have any depreciation to claim in years in 
which you wish you had some.” 


“Many a taxpayer has found that out 
during the war years,” contributed Old- 
timer. “They battled—successfully, let’s say 
—in past years for higher depreciation rates. 
But they got them in years when tax rates 
were lower. Then they went into the war 
years, with wartime rates, with many items 
prematurely written off. The tax collector 
had the last laugh.” 


“There’s no denying that you have a point 
there,” admitted Philo. ‘But then, why all 
the shouting for accelerated depreciation? 
Everything considered, it all seems to come 
out in the wash, over a period of years.” 


“That’s just it,” emphasized Oldtimer. 
“You cannot possibly gauge any benefits 
from stepped-up depreciation without also 
looking at prevailing and future tax rates. 
That being so, I think we should leave engi- 
neering rates alone. At least they are based 
on experience and are, therefore, realistic.” 


“T’d agree with that,” the Kid put in, “but 
with this modification: within reason a tax- 
payer should be permitted to pick his own 
rates. After all, who cares? He has a cer- 
tain cost to recover; once he has done that, 
there isn’t any more. But once he has 
picked a rate, he should be bound by it. 
He cannot jockey around, lower it in loss 
years. ” 


“Well, a taxpayer is bound to be consist- 


ent as to the rates now,” Oldtimer pointed 
out. 


“True enough,” said the Kid. “That 
phase of it is all right. But what we should 
eliminate are silly squabbles between agents 
and taxpayers as to whether a building 
should be depreciated at 3% or 24%4%. There 
has been far too much of that sort of time- 
killing nonsense in the past. If the taxpayer 
likes 3% better, let him have it. But in the 
34th year, he’ll have no depreciation to claim.” 


“The trouble with that,” observed Philo, 
“is that no taxpayer is likely to worry about 
the 34th year. Human nature says take all 
the breaks you can, now! Perhaps he will 
sell the property long before it is fully de- 
preciated.” 


“Well, that’s taken care of in a greater or 
a smaller base at the time of sale,” coun- 
tered Oldtimer. ‘“We always come back to 
the same point: over a number of years the 
cost can be recovered out of earnings, and 
the cost only.” 


“T take it you are ‘agin’ any accelerated 
depreciation, then,” suggested the Kid. 


“I’m against any juggling of rates to sub- 
sidize employment or for any other pur- 
pose,” said Oldtimer, “for the simple reason 
that it doesn’t make sense. Jobs worthy of 
the name stem from sources more positive 
and dynamic than the vapid and negative 
juggling of rates. That part of the argu- 
ment is just rubbish. ae 


“What about accelerated rates in the en- 
gineering sense?” wondered Philo. 


“An entirely different phase,” replied Old- 
timer. “There the application of accelerated 
rates is axiomatic when the facts so indi- 
cate. A machine that runs straight through 
three shifts obviously depreciates faster than 
one that has less persistent use.. Again, it’s 
a question of engineering facts, pure and 
simple.” 


“What’s the Bureau’s 
asked Philo. 


attitude on it?” 

“Tf you are interested, the best thing to 
do is to review what is said at paragraph 219 
in CCH, 45-1,” answered Oldtimer. ‘“You’ll 
find a pretty thorough discussion there— 
the old Cumberland Glass case, bulletin ‘F’, 
and a variety of cases on stepped-up rates 
under various circumstances. You'll find 
the Bureau requirements, too.” 
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The Partnership in Tax Avoidance 
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By Do not taxpayers have a right to avoid taxes by§isive thai 
RANDOLPH every legal means at their command? Mr. Paulffservices 
casts new light on this perennial question in hish Other 

PAUL consideration here of the partnership as a tax-§onsent 


bse STATE in precise terms the issue 
involved in the family partnership cases 
is not easy. The issue is often stated as a 
question, whether a bona fide partnership 
has been formed or exists. The cardinal rule 
for purposes of the present discussion is 
that income is taxable to the person who 
earns it. A mere assignment of income, 
however effective it may be as between the 
parties under local law, does not transfer 
liability for tax upon the income from 
assignor to assignee. An assignment of 
capital which produces income will transfer 
liability for tax upon the income from as- 
signor to assignee. 


Upon the basis of the differentiation made 
in Burnet v. Leininger, 285 U. S. 136, 52 S. Ct. 
345 (1932) [3 ustc J 909] between member- 
ship of a wife in a partnership and a mere 
“equitable assignment” by a husband to his 
wife of the income he receives from a part- 
nership, the decisions of the Tax Court and 
other courts on the family partnership 
question may be considered. This discus- 
sion may appropriately commence with the 
standard definition of a partnership: The 
requisites of a partnership are that the par- 
ties must have joined together to carry on 
a trade or adventure for their common 
benefit, each contributing property or serv- 
ices, and having a community of interest in 
the profits. 


The Wife as Partner 


It is sufficiently clear that a wife may be a 
partner with her husband in a _ business 
wholly dependent upon personal services 
only if she actually renders services. If she 
renders no services, her membership in the 
partnership will not be recognized for tax 
purposes; the husband has done no more 
than assign his income to her, retaining 
control of the income because it can be 
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earned only through his continued efforts. 
Compliance with all the formalities of creat- 
ing a valid partnership cannot save such a 
partnership. Where the partnership is en- 
gaged in a mercantile or manufacturing or 
other business in which capital is an impor- 
tant, if not the principal, income-producing 
factor, the contribution of services by the 
wife appears not to be necessary. Even 
then there must be a genuine partnership; 
the partnership probably must have a busi- 
ness function. 











Management by the Husband 





It should be incumbent upon the taxpayer 
to show conclusively that the income of a 
partnership is not primarily ascribable to 
the husband’s special energy and ability. 
This is especially true in cases in which the 
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business has been built to prosperity before J yheth, 
the wife is made a partner and in cases in If there 
which personal qualities are obviously J can ha 
equally responsible, along with capital, for J that e: 
the success of a business. The fact that the J yajyat 
husband’s management is important might § with + 
not be enough to tip the scales, but if the J where 
income of a business requiring some capital § factur 
can be traced to his managerial skill as a Bis th, 
dominant factor, the wife’s ownership of J Only 
some capital in the partnership should J oywne, 
perhaps be sufficient to justify a division of Fihe < 
profits solely on the basis of ownership of § incor 





capital. 









As 
The critical question is not whether a J child; 
partnership has been formed, but rather, § wit) p 
whether the wife has contributed any capital. ff of 9), 
The determination of the question of whether ff taxes 
a partnership exists for tax purposes turns § mang 
on this question of capital contribution. J the, 
Without a contribution of services, the wife Jj tay } 
.cannot be a true partner. yes. 










The next inquiry then becomes an eviden- 
tial search. What constitutes dominion and 
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control? The partnership agreement is 
almost always analyzed from the standpoint 
of dominion and control over the partner- 
ship business and also from the standpoint 
of intention. However, formal recitals in 
the partnership agreement are less persua- 
sive than clear evidence of a contribution of 
services by the wife. 


Other members of the partnership should 
consent to the membership of a wife of a 
member. Absence of control over, or voice 
in, the partnership business is a decisive 
factor. The absence of a drawing account 
by the wife will be evidence of control in 
the husband. In the same vein, it is con- 
sidered of importance whether the wife may 
draw checks against the partnership ac- 
count, though this item of evidence may not 
be given much account. How checks are 
charged has been mentioned. The cases 
frequently inquire into what is done with 
the wife’s withdrawals. If they are for pur- 
chases usually contributed to by the hus- 
band and benefit the family, the inference 
may be made that there is nothing more 
than a temporary reallocation of income 
within the family group. The right to with- 
draw profits may, in view of the marital 
telation, be more fanciful than real. 


Partnerships with Children 


Many cases involve the question of 
whether children may be partners. Here 
there is one possible variation of fact. It 
can hardly be contended with a straight face 
that extremely young children may perform 
valuable services. Generally, partnerships 
with minor children will be recognized only 
where the partnership is engaged in a manu- 
facturing or mercantile business and capital 
is the principal income-producing factor. 
Only then can it be urged that the property 
owned by the child, as distinguished from 


the services of the parent, produces the 
income. 


As to both husband-wife and parent- 
children partnerships, this perennial question 
will be asked: Is it not still true, as was said 
of old, that taxpayers have a right to avoid 
taxes by every legal means at their com- 
mand? Are they still not free to arrange 
their affairs in such a way as to reduce their 
tax burden to a minimum? The answer is 
yes. Anyone is free to arrange or change 
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his mode or method of business operation 
to avoid the attachment of a tax or to 
minimize its effect. A tax-avoiding motive 
in the formation of a partnership is not in 
itself sufficient to make it ineffective to di- 
vide income among the partners. But mo- 
tive is a persuasive interpreter of equivocal 
instruments and ambiguous conduct, and 
activities may be “viewed in the light of 
manifest interest and purpose,” especially 
where scrutiny is fixed, as it should be, upon 
an arrangement among members of a family. 


No reasonable person would doubt that a 
husband and wife may create a partnership 
that must be recognized in tax law. On the 
other hand, no fair person will blame the 
Treasury Department for vigilance in this 
new field of tax avoidance. The problem is 
to distinguish between partnerships that 
should be respected and those which should 
be disregarded, whatever their status may 
be under local law. It is difficult in par- 
ticular cases to determine whether a re- 
verter should cause the corpus of a trust to 
be included in the grantor’s estate. It is 
often difficult to determine whether a par- 
ticular trust should be respected for tax 
purposes. 


Family trusts, family partnerships, family 
corporations are in one sense all the same 
thing. They all may seek to reduce taxes 
by splitting, postponing, or otherwise con- 
trolling the receipt of taxable income with- 
out a substantial surrender of dominion by 
the person who otherwise would have to pay 
tax. They may not change economic status, 
but merely present different facades. 


The Treasury’s Problem 


The immediate question for the Treasury 
is whether it will try to develop the subject 
by regulation, or by inaction pass it to the 
courts or Congress. The courts are hardly 
adapted to provide a prompt or satisfactory 
answer. Neither is legislation adapted to 
such a retail problem where “differences of 
degree produce ultimate differences in kind.” 
The best answer can be furnished only by 
a courageous Treasury which is sufficiently 
imaginative and sufficiently generous to 
formulate a rule which the courts and Con- 
gress will both respect. In ultimate anal- 
ysis, family returns may be the only solution. 


[The End] 











A new examination of this popular method 
of holding title 


Tenancy 
By the 


Entirety 


By Bruce H. Johnson 
Member of the Indiana Bar 





Bieter the most common 
/ method of holding title to Indiana real- 
estate where the purchaser is married is in 
tenancy by the entirety. The advantages 
attributable to such a method and which 
have caused its popularity have not changed, 
but the comparatively recent impact of fed- 
eral estate, gift and income taxes, especially 
in view of the recent reductions in credits 
and exemptions, requires an examination of 
the comparative disadvantages of this method 
of holding legal title to determine whether 
its popularity is now deserved. 


The legal characteristics of the tenancy 
by the entirety which have been the source 
of that popularity are: (1) Transfer of title 
to the surviving spouse upon the death of 
the co-tenant is automatic and is free from 
state inheritance tax; (2) the property may 
not be levied upon by a judgment creditor of 
one spouse only; and (3) the interest of one 
tenant cannot be affected by an attempted 
conveyance to a third party by the co-tenant. 


New Conditions 


These considerations are still appropriate 
but their importance, practically, is becom- 
ing increasingly limited in our present day 
economic society. Title requirements are 
easily satisfied by administration, which is 
usually necessary anyway. Inheritance taxes 
in Indiana are assessed at rates so much 
lower than those of the federal government 
as to be relatively insignificant in larger es- 
tates, especially since inheritance taxes paid 
may be credited against 80 per cent of the 
basic federal estate tax. 


The widespread use of liability insurance 
today removes the fear of loss of property 
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to judgment creditors for tort; and the 
greater protection afforded married wome 
in their property rights makes rare th 
necessity for protection of the wife’s interes 
in real estate from the husband. 








Substantial savings in federal estate taxes 
may be made if purchased Indiana red 
estate is owned by husband and wife a 
tenants in common and not as tenants by 
the entirety. 






Wherever one spouse has furnished mos 
of the purchase price for real estate, an( 
that person’s net estate may on his deat! 
exceed $60,000 in value as computed under 
the Internal Revenue Code, serious consid- 
eration should be given to the advisability 
of changing the title to real estate froma 































a hl 
tenancy by the entirety to a tenancy in | wre 
common. dines 

In this period of rising real estate values (amend 
and threatened inflation, such a change may gRevenuc 
have further advantages to the survivingfthe ord 
tenant in income tax savings on subsequent also to t! 
disposition of the property. (A) ‘ 

not exe! 
When Gifts Are Made a 
seded [ 

Gifts are made whenever one spouse's vhich ; 
contribution to the purchase price exceeds fiowing: 
the value of his proportionate interest in the (A) 
property received. The difference in federal “ae 
gift tax owed, if any, is slight, whether title aie 
is taken as tenants in common or as tenants ate 
by the entirety. But in the former case, the A oe 
interest given is subsequently excluded from ; 
the net estate of the donor spouse in com- (B) 
puting federal estate tax, while in the latter §St™Ct*' 
case, no exclusion is permitted on account §*Y be 
of the gift. in the | 

or the 

For federal income tax accounting, the if the | 
income from real estate in Indiana is subject J for the 
to the same treatment, whether title is held J credit 
by entireties or in common, and if separate J The 
returns are filed, the income is equally divis- he ahis 





ible between husband and wife. 
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It would, therefore, appear that wherever If 
the purchasing spouse’s net estate may be § Srant 
subject to the imposition of a federal estate 9 °F T™ 
tax, ownership of real estate as tenants in J Withir 
common offers a substantial tax advantage. I The | 
In other instances the historical benefits § Prope 
incident to the estate by the entirety will Jim th 
probably outweigh other considerations. Pro 
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hy is the tax burden imposed on trustees more onerous than that on individuals? 


Taxing the Power... 


..+ To Distribute Principal 


By CHARLES LOOKER, Member of the New York Bar 


A Digest of an Article in the Columbia Law Review, January, 1945 


pare TAXABILITY of powers of ap- 
pointment was substantially changed by 
section 403 (a) of the Revenue Act of 1942 
(amending section 811 (f) of the Internai 
Revenue Code). The Act applies not only to 
the ordinary “power of appointment” but 
also to trustees’ powers to distribute principal. 

(A) “a power to appoint within a class 
not exercised. The old distinction between 
“seneral” and “special” powers is super- 
seded by a new statutory definition under 
which all powers are taxed except the fol- 
lowing: 

(A) a power to appoint within a class 
limited to spouses and descendants of the 
donor and of the donee, spouses of said 
descendants, and charities (the donee him- 
self must be excluded), and 

(B) “a power to appoint within a re- 
stricted class if the decedent did not receive 
any beneficial interest, vested or contingent, 
inthe property from the creator of the power 
or thereafter acquire any such interest, and 
if the power is not exercisable to any extent 
for the benefit of the decedent, his estate, his 
creditors, or the creditors of his estate.” 


“he power is taxable where “exercisable 
The p taxable where “exercisabl 
by the decedent either alone or in conjunc- 
tion with another person.” 


If a power to distribute principal is 
granted to a trustee who is a life beneficiary 
or remainderman, the power does not fall 
within the exempt class of fiduciary powers. 
The trustee is beneficially interested in the 
property. This presents serious problems 
in the following typical trust setup: 


Property is transferred to X, Y, and Z as 
trustees to pay the income to X for life with 
temainder over to Y or his issue; the trustees 
are authorized to distribute principal to X 
in their discretion. 

Is the corpus of the trust taxable in X’s 
estate on his death? If Y dies first, is it 
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taxable in his estate? Is Y subject to gift 
tax upon the advancement of any principal 
to X during their joint life-times? 


The Remainderman- Trustee 


Let us consider the remainderman-trustee 
first. Two main classifications appear: 
(1) Where the life beneficiary is a member 
of tax-exempt class (A); (2) where the life 
beneficiary does not fall within class (A). 
It might well be expected that in the 
majority of cases the trusts will fall in the 
first category, since trusts are largely family 
devices. 


If the life beneficiary falls within the ‘“‘tax- 
exempt” class, the power held by the re- 
mainderman-trustee should not be taxable. 
The Treasury Department has taken this 
view, under both the estate tax and gift tax, 
where the trustee is a contingent remainder- 
man. 


If, however, the life beneficiary is not a 
person within the exempt class, the remainder- 
man-trustee’s power literally does not fall 
within subparagraph (A) or subpara- 
graph (B). 


The Treasury Department may contend 
that the remainderman-trustee has in effect 
a power of amendment: he may terminate 
the trust and transfer the principal to the 
life beneficiary or refrain from distributing 
principal and allow it to pass to the re- 
mainderman. It may contend too that this 
power to choose between the life beneficiary 
or remainderman is a degree of dominion 
taxable on the trustee’s death, notwithstand- 
ing survivorship of the power in the surviving 
trustee. It is submitted that this is unsound 
and unrealistic. Indeed the statutory con- 
cept that a “fiduciary” power is exempt only 
if the fiduciary has no beneficial interest, 
seems questionable. 
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The class of beneficiaries must be a re- 
stricted group under subparagraphs (A) and 
(B) of section 403 (a) of the Act, but sub- 
paragraph (A) is, in effect, limited to mem- 
bers of the family. Where the life beneficiary 
is outside tax-exempt class (A), the trustee- 
remainderman will be disinclined to advance 
principal to the life beneficiary if the trustee 
must pay gift tax on the distribution. 


The error in the 1942 Act lies in defining 
“fiduciary powers” in terms of a distinction 
between “interested” and “disinterested” 
trustees. 


The Life Beneficiary-Trustee 


In the case of the life beneficiary-trustee, 
the power to distribute principal falls in 
neither exempt class since it is exercisable in 
the donee’s own favor. The important ques- 
tion here is whether, under the applicable 
state law, the life beneficiary-trustee has any 
power at all, and whether as trustee he can 
join in the exercise of a power beneficial to 
himself. 


A line of decisions in New York holds 
that a life beneficiary-trustee has no right 
to join in the exercise of such power. He 
may qualify as trustee, but the power of 
advancement must be exercised by the other 
trustees, or if there are no other trustees, 
its execution devolves upon the court and 
the court may either appoint a co-trustee 
to exercise the power or itself direct the 
manner of execution of power. 


Trust powers may be taxable (where the 
trustee is a remainderman) because the life 
beneficiary is held to have the right to exer- 
cise the 
himself. 


power to advance principal to 


Drafting New Wills and Trusts 


As a matter of draftsmanship of new wills 
and trusts, the following is a possible solu- 
tion: provide that “the power to distribute 
principal is exercisable only by the trustee 
or trustees, qualified from time to time, who 
have no beneficial interest, vested or con- 
tingent, in the principal or income of the 
trust fund.” The power will thus be exer- 
cisable only by the disinterested trustee or 
trustees and will fall within exempt class (B). 


However, where the will contains an exer- 
cise of a pre-existing power of appointment, 
careful attention must be given to Internal 
Revenue Code section 811 (f) (2), which 
provides that where an otherwise tax-exempt 
power is exercised by creating a new power, 
the exercise of the first power is taxed in 
the donee’s estate. 
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Resignation of the Trustee Get the 


Where the trustee possesses a taxable 





























































































































































































power of advancement, he will ordinarily 

regard his office as a burden and he may {; 
apply for leave to resign. This, of course. 
frustrates the testator’s intent. It also may 

be difficult to find an appropriate “nontax. By 
able” successor trustee. 

If the power to advance is personal to r 
the “interested” trustee, the beneficiary may NE 
well oppose the resignation on the grounds get 
that the trustee’s desire to avoid gift org knowm™m 
estate tax is not sufficient reason to permit &™U¢ Ce 
resignation with resultant destruction of theg 2 the 
power to advance principal. If all these § bes!™S 
hurdles are surmounted, there remains the} ‘efines 
possibility of gift tax on the resignation tha 
itself. the net 

deducti 
Release of Power eR 

Can the trustee remain in office but release § which 
the power? Despite the broad language of Secti 
the release statutes it is doubtful whether i. j 
a trustee will be permitted to release any e mol 
power attached to his office. The beneficiary a "4 
is entitled to the continued exercise of the 2 (a) 
trustee’s discretion throughout the life of the alae 
trust. The courts may well hold that a dis- sai 
cretionary power to advance principal is ee tte 
imperative to the extent that the trustee ai fees 
must exercise discretion and cannot abdicate iene 
his function. These considerations apply ce : 
equally to a “disinterested” trustee and a Angee 
trustee-remainderman. 

proper 

A release as trustee must be distinguished § divide 
from a release as life beneficiary. The fany b 
former leaves the power in the other trus- J then | 
tees, the latter constitutes a release of the Jor pr 
life beneficiary’s property interest. As an § Source 
individual, and/or as the beneficiary in law a 
whose favor the power may be exercised, the J "P0" 
life beneficiary can give up the right to re- Sec 
ceive property. He may renounce (at the § of lif 
outset) or release his property right. While death 
a renunciation should not be subject to gift J 8'°SS 
tax,-a release (at a time too late to be con- Ann 
sidered renunciation) will be a taxable gift 2g 
measured by the value of the remainder 
interest following the beneficiary’s life in- vite 
terest. clude 

The provisions of the Revenue Act of 1942 J g,, 
relating to the taxability of powers pos- § the y 
sessed by trustees, leave much to be desired. J quest 
The burden imposed on trustees is more J inclu 
onerous than that on individuals because 
the fiduciary obligations of the trustee make J 
it difficult, and perhaps impossible, for the 
trustee to give up the power. [The End] | —_ 
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Get the feel of federal taxes by understanding the meaning of— 


Gross Income and Deductions 


By ERWIN N. GRISWOLD, Professor of Law, Harvard University 


NE of the most important things in 

getting the feel of federal taxation is 
knowing the structure of the Internal Rev- 
enue Code. The income tax provisions are 
at the beginning of the Code. The law 
begins essentially with section 21, which 
defines net income. There is not much law 
in that section because it ‘simply says 
the net income is the gross income less the 
deductions. Section 22 defines the gross 
income, and section 23 defines the deduc- 
tions. Sections 22 and 23 are the provisions 
which will be discussed here. 


Section 22 does not tell you a great deal 
when you get there, particularly its main 
provision, section 22 (a), which is the gen- 
eral definition of gross income. Section 
22 (a) says that gross income includes gains, 
profits, and income derived from salaries, 
wages, or compensation for personal services 
of whatever kind and in whatever form paid, 
or from professions, vocations, trades, busi- 
nesses, commerce, or sales, or dealings in 
property, whether real or personal, growing 
out of the ownership of or interest in such 
property; also included are interest, rent, 
dividends, securities, or the transaction of 
any business carried on for profit. And 
then finally, this catch-all includes “gains 
or profits and income derived from any 
source whatever.” Most of the income tax 
law as to what is gross income is gloss 
upon those provisions. 


Section 22 (b) (1) says that the proceeds 
of life insurance payable by reason of the 
death of the insured are to be excluded from 
gross income. Section 22 (b) (2) is headed 
“Annuities,” and tells you how much of an 
annuity is to be included in gross income, 
and quite a little about life insurance and 
the circumstances under which payments 
under life insurance policies are to be in- 
cluded in gross income. 


Section 22 (b) (3) says, in substance, that 
the value of property received by gift, be- 
quest, devise, or inheritance is not to be 
included in income, although the income 


from such property is to be included in 
gross income. 


Beginning with sections 22 (b) (9) 
through 22 (b) (13), there are a number of 
new provisions, defining certain circum- 
stances in which items are not included in 
income. Sections 22 (b) (9) and 22 (b) (10) 
relate specifically to income from the dis- 
charge of an indebtedness, and section 22 
(b) (11) deals with the value of improve- 
ments made by a lessee and provides that 
they shall not be included in income. Sec- 
tion 22 (b) (12) deals with a difficult ac- 
counting question where you make recoveries 
of items which have previously been de- 
ducted, such as a bad debt or a tax which 
was deducted in one year and then recovered 
in a later year. Section 22 (b) (13) is a 
special provision to the effect that the first 
$1,500 of military pay is not included in gross 
income. 


There are some further subdivisions in 
section 22, with letters running up to “1”: 
(c) and (d) deal with inventories; (k) deals 
with alimony; and (1) deals with income 
with respect to decedents, income which had 
accrued to a person before he died but is 
received by someone after he has died. These 
provisions are among the ones which make 
the statute complicated, but each is designed 
as a measure of relief to taxpayers. 


What is income? We usually think of 
income with respect to compensation in 
terms of salary or wages which are agreed 
to be paid, for which there is consideration 
and a contractual liability to make the pay- 
ment. It is clear, however, that many items 
of receipt may be taxable as income, al- 
though there was no legal obligation to make 
the payment, and drawing the line with 
respect to them between income and gift is 
often not an easy task. 


One of the items that comes immediately 
to mind is the tips which are given to 
waiters or hotel porters. Nothing is clearer 
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than that they are income to the recipient. 
Somewhat similar insofar as the gratuity 
part of it is concerned are benefit payments 
received by farmers under the Agricultural 
Adjustment Act. These payments have been 
held to be taxable as income. There is also 
often a question as to whether a payment 
of compensation under certain circumstances 
is a gift or income. The Christmas bonus 
is a frequent example. The moment the 
bonus becomes a percentage of the net earn- 
ings of the company for the year, then it is 
clear that it is compensation and taxable 
as income to the recipient. However, it is 
impossible to be dogmatic, and, in fact, one 
should never be dogmatic in the income tax 
field. 


One type of case has caused some dif- 
ficulty, the cases involving bargain pur- 
chases of one kind or another. The rule 
laid down by Connolly’s Estate v. Commis- 
sioner, 135 F. (2d) 64 [43-1 ustc { 9366], 
and Timberlake v. Commissioner, 132 F. (2d) 
259 [42-2 ustc J 9822], though there has been 
some hesitation about it, seems to be rather 
clearly established now: if you get the right 
to buy now at less than the market, either 
as an employee or as a shareholder, and 
you exercise that right, you have income at 
the time of the exercise. However, at the 
present time there is tremendous pressure 
to convert ordinary income into capital gain 
income. In such case, it is possible to 
salvage a large part of the tax cost. 


There are two fairly complicated provi- 
sions in the Code designed to allow benefits 
to taxpayers who receive income in one year 
which is properly attributable to an earlier 
year. Those provisions are both in section 
107. The main part of section 107 applies 
to compensation which is earned over a 
period of more than 36 months and that is 
largely applicable to the fees of lawyers or 
architects, occasionally physicians, and to 
royalties received by authors and inventors. 


In the Revenue Act of 1943, section 107 
was amended by adding a new provision 
relating to back pay, a provision which does 
not have any three-year requirement in it 
at all, but says, in substance, that if you 
receive in 1944 income which should have 
been received in 1942, then, under certain 
rather narrow restrictions, you tax it as 
though you had received it in 1942. 


Dividends present extremely difficult ques- 
tions in the tax law. All you find in sec- 
tion 22 is that dividends are taxable. The 
section dealing primarily with dividends is 
section 115—a long section with many sub- 
divisions—which says about all there is in 
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the statute about dividends, and which is 4 
very confused and difficult section. 


One of the questions which arises in con- 
nection with dividends is the concept oj 
earnings and profits. It was rather late in 
our history of the tax law that we came to 
appreciate the importance of the phrase 
“earnings and profits.” A dividend is not 
merely any payment by a corporation; a 
dividend is only a payment by a corporation 
out of earnings and profits. Therefore, you 
have to determine in each case whether the 
corporation had earnings and profits. If it 
did, the payment will be a dividend. If it 
did not, the payment will not be a dividend. 









































































As to stock dividends, their present status 
is as follows: as long as the stock dividend 
does not effect a change in the proportionate 
interest in the enterprise, it is not income. 
But do not conclude that all stock dividends 
are not taxable, because if there is a divi- 











































dend of preferred on common at a time when Cong 
both classes of stock are outstanding, the§ eal | 
effect of that dividend is to increase the §4 'P°! 
priority of the common shareholders with ©o™™ 
respect to the preferred shareholders, and § CVT 
that is a change in proportionate interest Germat 
which will be taxable as income. The only § 20Stwa 
cases where it is~clearly not income are legislat 
those where only common stock is outstand- J @Ws 
ing at the time of the dividend. ness a 

Interest is one of the items which is in- the _ 
come. Interest is income no matter how it ft of 
may be disguised. Questions of assignment be isst 
of income are pretty well solved now, al- reports 
though the application is difficult. You can- the ex 
not assign income and have it effective for the _ 
tax purposes, but you can assign or transfer indivi¢ 
property, and once the property is trans- § *t#t¢ 
ferred, the income on that property there- The 
after will be taxable to the transferee and ultima 
not to the transferor. It’s ju 

Life insurance and annuities are covered we i 
by sections 22 (b) (1) and 22 (b) (2) of the gPesine 
Code. There are some interesting and §™s ¥: 
practical questions with respect to life insur- J "0"S @ 
ance, particularly in the situations which are the lo 
becoming more and more popular, where the i 3 
insurance money is not taken as a lump sum J exemy 
on the death of the insured but is left with J begins 





the company and taken in installments of 












one sort or another. og : 
One of the methods is to leave the insur- sit 
ance money with the company and have the J joy) . 
company pay interest to the beneficiary. ; 
Another form is to have the insurance com- J. 
pany pay out the principal of the policy in J ty 
installments: There can be varying sorts of bonds 
installments. In any of them, some of the 4. 
payment will, in substance, be income. ing fr 
[The End] § and < 
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WASHINGTON 
TAX } TALK 


Congress: The Joint Committee on In- 
ternal Revenue for Postwar Taxation made 
a report to the House Ways and Means 
Committee and Senate Finance Committee 
covering the period between the defeat of 
Germany and defeat of Japan. This pre- 
postwar report recommends for immediate 
legislative action, specific changes in the tax 
laws to improve the cash position of busi- 
ness and to relieve small corporations from 
the excess profits tax. The report is the 
first of a series on postwar tax problems to 
be issued by the Committee. Subsequent 
reports covering later periods will deal with 
the excess profits tax, with other phases of 
the corporate tax structure, and with the 
individual income tax, excise taxes, and the 
estate and gift taxes. 

The Committee makes it clear that the 
ultimate tax liability is not to be affected. 
It’s just that the tax load has slipped a bit 
too low and it might hit on the heels of 
business in the reconversion sprint follow- 
ing V-J day. The Committee’s recommenda- 
tions are for a reshifting and readjustment of 
the load, and specifically they are as follows: 


1. Increase the excess profits tax specific 
exemption from $10,000 to $25,000, effective 
beginning with the tax year 1946. 

2. Provide that the postwar credit of 10 
per cent of the excess profits tax be taken 
currently with respect to tax liabilities of 
1944 and subsequent years. 


3. Advance to January 1, 1946, the ma- 
turity date of outstanding postwar refund 
bonds 


_ 4. Provide for speed-up of refunds result- 
ing from carry-backs of net operating losses 
and of unused excess profits credits. 
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5. Provide for speed-up of refunds re- 
sulting from the recomputation of deduc- 
tions for amortization of emergency facilities. 


But federal tax rates cannot be reduced 
at this time. Why? Because: 


1. Federal expenditures can be expected 
to remain at a high level after victory in 
Europe, and thus the need for revenue will 
not be greatly lessened. With the war con- 
tinuing on one front, it has been estimated 
that the federal government will spend for 
war alone at the annual rate of about $70 
billions. 


2. It appears unlikely that there will be 
any serious general unemployment during 
the period of the Pacific war. This period 
can be expected to be one of reasonably full 
employment, since the pent-up demand for 
goods and services is expected to offset the 
anticipated cutback in war production. Such 
unemployment as may exist will largely be 
caused by unavoidable delays in the recon- 
version of plants to peacetime production. 
It is likely to be limited to a few areas in 
which large cutbacks in war production will 
be made. General tax reductions could do 
little to help these isolated areas. 


3. Inflation will continue to be a danger 
during the period of the Pacific war. Tax 
reductions at this time might be an im- 
portant factor in starting a runaway infla- 
tion, since they might increase the demand 
for civilian goods and services which is al- 
ready in excess of limited production. Fur- 
thermore, tax reductions at this time might 
weaken other anti-inflationary controls. 


4. The armed forces are still called upon 
to endure personal and economic hardships. 


Immediate legislative action on these recom- 
mendations would improve the cash position 
of business: 


1. The increase in the specific exemption 
would add to the cash balances of corpora- 
tions in 1947 $160 millions which would 
otherwise be used to meet 1946 tax liabilities. 
This would in substantial part be concen- 
trated in the hands of small corporations, 
many of which would be entirely relieved 
from excess profits tax. 


2. The current availability of the post- 
war credit would increase cash balances by 
reducing tax payments in 1945 with respect 
to 1944 liabilities by about $830 millions and 
in 1946 with respect to 1945 liabilities by 
about $710 millions. This cash improve- 
ment would benefit all corporations paying 
an excess profits tax, i. e., about 51,000 
making payments on 1944 taxes in 1945 and 
45,000 making payments on 1945 taxes in 
1946. The benefits of current availability 
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(assuming the increased specific exemption) 
would extend to 19,000 taxpayers in 1947, 
but the amount cannot be estimated ac- 
curately at this time. 


3. Maturity on January 1, 1946, of post- 
war bonds issued for the years 1942 and 
1943 would make available to corporations 
which had paid excess profits taxes for those 
years about $480 millions for 1942 (54,000 
taxpayers) and about $820 millions for 1943 
(68,000 taxpayers). These amounts would 
otherwise be paid in from two to four years 
after cessation of hostilities. 

4. Speed-up of carry-back refunds would 
result in deferments of tax payments due in 
1945 and 1946 and refunds during 1946 and 
1947 with respect to the years 1943, 1944, 
and 1945 in an amount of perhaps $1 billion. 
These refunds would otherwise probably be 
paid over an indefinite period from 1947 to 
1950. 


5. Speed-up of refunds due to amortiza- 
tion recomputations would result in refunds 
in 1945 and 1946 of about $1.7 billions re- 
sulting from overpayments for the taxable 
years 1941 to 1945, inclusive. This at.ount 
would otherwise be refunded over an in- 
definite period, with little of it being paid 
in 1946 and most of it from 1947 to 1950. 


The ultimate revenue effects of the recom- 
mendations, taken as a whole, cannot be 
estimated with any certainty, but they ap- 
parently would not be large in relation to 
present tax revenues. The increase in the 
specific exemption would reduce the receipts 
in 1947 (for 1946 tax liabilities) by about 
$160 millions. The effects of the other 
changes would be largely in connection with 
interest paid or saved by the government 
and such factors as loss through uncollec- 
tible tax accounts. The government will 
necessarily make additional interest pay- 
ments by reason of the increase in interest- 
bearing debt coincidental with the elimina- 
tion of postwar credits and bonds. On the 
other hand, in connection with the program 
for the prompt payment of carry-back and 
amortization refunds, the government will 
Save interest otherwise payable. Taking 
into account the uncertainties of loss through 
uncollectibility, litigation, and similar fac- 
tors, it is impossible to state what the net 
cost in government revenues would be. 
However, it is believed that the net cost 
would be small in comparison with the bene- 
fits to be derived from the recommendations. 


Tax Treaties: Two conventions between 
the United States and the United Kingdom 
for the avoidance of double taxation and 
the prevention of fiscal evasion, one with 
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respect to taxes on the estates of decease. 
persons and the other with respect to taxe 
on income, were signed by representative 
of both countries on April 16, 1945. An 
nouncement of the signing of these conven 
tions was not made until April 24, the date 
of the Chancellor’s Budget Message iy 
London. 

























The purpose of these conventions is the 
elimination of double taxation which other 
wise would result from the imposition an( 
collection of taxes upon the same estate by 
both countries or upon the same income 
The conventions also establish certain pro- 
cedures for the exchange of tax information ngage | 
between the two countries for the preven-§of a tax 
tion of fiscal evasion. 
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The estate tax convention will become 
effective on thé date of exchange of instrv- 
ments of ratification as to estates of persons 
dying on or after that date and, at the op- 
tion of the personal representative, upon 
appropriate conditions, as to the estate of 
any person dying before that date and after 
December 31, 1944. 










































Multiple State Taxes: It is the intent off Liqu 
H. R. 534 to prevent multiple state income shortag 
taxes on the salaries of government em-ghigh f 
ployees. The bill provides that the com- certain 
pensation of any federal officer or employee from tl 
shall be subject to state tax only in the statefholic b 
in which he is domiciled. by Ari 

Utah ; 

Opposed to Capital Gains Tax: Emil§have bt 

Schram, president of the § howev 
New York Stock Ex- 
change, testified before 
the House Post War Eco- 
nomic Policy Committee 
that he opposed exten- 
sion of the 90% anti-in- 
flation capital gains tax r 





after the war, but stated 
he was in favor of doing 
everything possible to 
prevent inflation. 


“Oh, What a Beautiful Morning!”: Okla- 
homans, acting on the dictum of the Supreme 
Court in the Harmon case, have a new Dill 















in their state legislature which will confer ' 
on the residents the advantages of commu- 
nity property ownership of property—par- 
ticularly the income tax advantages. 

The defect in the prior law, as pointed J —— 
out by the Supreme Court, was the elective 
feature: “The important fact is that the — 





community system of Oklahoma is not 4 
system, dictated by state policy, as an inci- 
dent of matrimony.” The proposed law 
changes this: “All property acquired by 
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except that which is the separate 
property of either, . . . shall be deemed 
he community or common property of the 
usband and wife, and each shall be vested 
vith an undivided one-half interest therein.” 


Next March 15, if the law passes, and 
arried Oklahomans save a few dollars on 


Tax Counselor Act: Assembly Bill 228 in 
the California state legislature proposes a 
bill to make it unlawful for any person “to 
engage in the business or act in the capacity 
of a tax counselor or to assume or use the 
title, tax counselor, without first obtaining 
a certificate of qualification to do so.” Rather 
a paradoxical situation, a state setting up a 


s§commission to examine and qualify federal 
-ftax experts. Will the bureau go back to 
ifthe old practice of issuing a “green card” to 
(fanyone who can pass the bureau’s examina- 
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tion regardless of his other professional 
status ? 


Liquor and Tobacco Taxes: Despite the 
shortage of cigarettes and liquor and the 
high federal taxes on such commodities, 
certain of the states are seeking new taxes 
from these items. Increased taxes on alco- 
holic beverages have already been enacted 
by Arkansas, Indiana, Nevada, Oklahoma, 
Utah and Vermont. New cigarette taxes 
have been imposed by Idaho and Oregon; 
however, the Oregon tax is contingent upon 


approval by the electors. New York and 
Pennsylvania have again extended their 
cigarette taxes, but the Delaware tax will 
expire. 


The Treasury Investigates Bank De- 
posits: The total for all deposits for indi- 
viduals, partnerships and corporations as 
of December 31, 1944, was $102 billion. 


Deposits in banks in the metropolitan 
areas increased at a much slower rate than 
in the other areas. As a result, the percent- 
age of total deposits in these metropolitan 
areas declined from 66.7% on December 31, 
1941, to 59.7% on December 31, 1944. The 
materially greater percentage increase in the 
other areas may be accounted for by the 
geographical shifts in production resulting 
from the war and by the improved financial 
position of agricultural population. 


Demand and time deposits of individuals, 
partnerships, and corporations have increased 
at sharply different rates over the three-year 
period. The table below gives a summary 
of the amounts and the annual percentage 
changes of time and demand deposits as of 
December 31, 1941-1944, and the years be- 
tween. Shown also are demand and time 
deposits as percentages of total deposits of 
individuals, partnerships, and corporations. 
Time deposits increased more sharply in 
each successive year while demand deposits 
showed a declining rate of increase. Thus, 
the percentage increase in demand deposits, 
which was 26.7% in the calendar year 1942, 


Total 25 metropolitan 
United States areas Other areas 


Amounts (in millions of dollars) 


December 31: 


63,513 42,373 
74,191 47,161 
89,579 55,654 
101,933 60,902 


Percentage distribution 


its tle i i a a a a 
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Annual percentage change 




















rose by 14.9% and 21.2% in the calendar 
years 1943 and 1944, respectively. 

The small increase for demand deposits 
in 1944 reflects to a large extent the timing 
of the three war loan drives held that year. 
Demand deposits tend to be built up prior 
to war loan drives and are brought down 
sharply during the drives. Thus, the fact 
that the Fourth War Loan started shortly 
after December 31, 1943, and the Sixth War 





















All states have experienced some percent- 
age increase in total bank deposits, demand 
and time combined, of individuals, partner- 
ships, and corporations. There has been, 
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a further decline of about 40,000,000 gallons 
from the 1942 level, this was more than off- 
set by an increase of approximately 
147,000,000 gallons in industrial consumption. 

Federal tax collections on lubricants in 
1943 ran almost 20 per cent above the pre- 
vious year’s level. The increase, however, 
was due entirely to the fact that the tax 
rate on lubricants was, increased from 4. 
cents to 6 cents per gallon late in 1942. 


government. Collections on a calendar-year 
basis since the tax became effective in June, 
1932, are as follows: 


. ; . 1932 (6 months)...... $ 7,067,419 

however, a substantial difference in growth pig 22,289,625 
among the various states. The percentage ee 24,843,489 
increase in deposits from December 31, 1941, SE eel ae 28,818,918 
to December 31, 1944, varied from a low ee oe kk 28,985,547 
of 28% in New York and New Hampshire FRESE Sar 33,681,590 
to a high of 175% in Idaho. 1938 30,495,339 
Federal Taxes on Lubricants: The Tax ri Nati eet rks ripe 
Economics Bulletin of the American Petro- 1941 sires Rice ae 43.851 860 
leum Institute furnishes the following facts 1942 41176 466 
relative to the taxes yielded by lubricants: 1943 Re ea ae ot ee 49 210 860 
Total domestic consumption of lubricants — is. Pe 66.282 517 
in 1943 approximated 1,374,700,000 gallons, == = © = Aaisatadaiaeen 
compared with 1,268,100,000 gallons in the $440,960,168 









1941 ... 63,513 37,595 25,917 
i,” Sea pean i oer eats 74,191 47,641 26,550 : 
8 RES SE AA: a! 89,579 59,078 30,501 
1, Sane gre een eeanieee as 101,933 64,967 36,966 
Percentage distribution 
December 31: 
ees 100.0 59.2 40.8 
1942 . 100.0 64.2 35.8 
ee Fae tae ae 100.0 66.0 34.0 
ee Leer ee rr ee oe 100.0 63.7 36.3 






1942 +16.8 +26.7 +2.4 
1943 . +20.7 +24.0 +149 to inves 
1944 . +13.8 +10.0 +21.2 mist’s | 


banker, 






a, a 
dropped to 24.0% in 1943 and 10.0% in 1944. preceding year—an increase of 8.4 per cent.ffto tell 
Time deposits, on the other hand, increased Although the indicated amount of lubricants better 
by only 2.4% in the calendar year 1942 but used for automotive purposes in 1943 showedfprices, 
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Loan ended on December 31, 1944, was Actually, there was an indicated decline of his OV 
largely responsible for the relatively small 7.9 per cent in the number of taxable gallons best h 
increase in demand deposits shown in the of lubricants consumed in 1943, because of § Pro! 
table for 1944. the greater proportion sold tax-free to the by iny 


June, 1945 e TAX ES—The Tax Magazine § Was 


>r cent. 
ricants 
showed 
gallons 
lan off- 
imately 
mption. 
ants in 
he pre- 
ywever, 
he tax 
om 45 
1 1942. 
‘line of 
gallons 
4use of 
to the 
ar-vear 
n June, 


119 
25 
189 
18 
47 
90 
339 
187 
51 


\gazine 


New Deductions: Bills to permit individ- 
al taxpayers to deduct from their gross 
ncomes expenses paid or incurred in deter- 
ining federal income tax liability, including 
he cost of preparing returns, were intro- 
juced in the House and Senate on February 
6 by Representative Ellis and Senator Rev- 
ercomb, both of West Virginia. These 
dentical bills, H. R. 2342 and S. 618, would 
extend to individual income taxpayers in 
axable years beginning after December 31, 
1944, a deduction previously allowed only 
9 corporations. 


The Best Hedge Against Inflation: In an 
article entitled “What Is the Best Hedge 
Against Inflation?” appearing in the bulle- 
tin Opinion and Comment, Donald L. Kem- 
merer of the Department of Economics, 
University of Illinois, says: “Any hedge, 
in the final analysis, is an investment of 
some sort. There is little to be gained and 
much to be lost by advising any man how 
toinvest his money. That is not an econo- 
mist’s function anyway; it is the job of a 
banker, broker, or investment counselor. 

. All the economist can honestly hope 
to tell is whether stocks or bonds are the 
better investments in a period of rising 
prices, and perhaps he might throw some 
light on what type of stock is likely to be 
best. . . . There are some economists who 
anticipate deflation, or falling prices, when 
the war ends. I expect only a short 
period of mild depression and slightly falling 
prices as soon as the war ends, but after 
that, I look for an inflationary boom of con- 
siderable proportions. The hedges I shall 
suggest are based on that supposition. .. . 
My first suggestion is that a family man own 
his own home. That is one of the very 
best hedges he can provide.” 


Professor Kemmerer then considers hedging 
by investing in houses to rent, calling atten- 
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tion to certain disadvantages, such as the 
subjection of real estate to rapidly rising 
taxes. Farm land he finds “a better-than- 
average” investment, but points out that the 
average buyer knows very little about good 
farm land and about farming. Furthermore, 
“agricultural land prices are already as high, 
on the average, as long-time earnings are 
able to support and in some communities 
are too high.” Stock he calls a good hedge, 
showing that “the stockholder may even 
gain at the expense of private bondholders.” 
Again there are drawbacks, however. 
“Stocks in general may be a good hedge, 
but the investor buys particular stocks and 
every stock investment should be examined 
on its own merits. A second thing to remember 
is that corporation taxes are high. Some of 
the big companies have doubled and trebled 
their peacetime output and yet, after paying 
taxes, are keeping no more dollars than be- 
fore. . . . And don’t forget that when you 
do receive your dividends, you must count 
them as part of your income and pay a sec- 
ond tax on them. Still a fourth fact 
to bear in mind is that the fear of inflation 
on the part of others, astute financiers, for 
example, has already pushed stock prices 
about half as high as the general price level 
has risen.” 


The professor’s concluding suggestion is 
that the most practical way to prevent infla- 
tion is to buy war bonds. Although he 
previously had explained that bonds were a 
loan and lending was to be avoided, lending 
to the government is different because the 
government “is you and I and everyone else 
in this country. In brief, when we buy war 
bonds, we are both creditor and debtor. 
What we lose in one sense we gain in an- 
other and to the extent that we prevent a 
fearful inflation, we certainly help ourselves.” 








STOCK OPTIONS—Continued from page 510 


in the cash salary previously paid to the 
employee. Gordon M. Evans, supra; Delbert 
B. Geeseman, supra. 


9. Material payment in price tends to 
cause the court to infer that a bargain 
purchase contract was entered into. 41 Colum- 
bia Law Review 239. 


/ 10. Intention to make a purchase contract 
is a controlling factor. The surrounding 
circumstances which show such intention 
are more important than the language of 
additional compensation used in the agree- 
ment. Arthur G. Bogardus v. Commissioner, 
302 U. S. 34 (1937) [37-2 ustc J 9534]; 41 
Columbia Law Review 239; Clarence L. Lan- 
den, supra. 


11. Every sale at less than market value 
to an employee should not be considered as 
giving rise to additional compensation pro- 
vided that it is a bona fide sale. Commis- 
sioner v. Van Vorst, 59 F. (2d) 677 at 679 
(CCA-9, 1932) [3 ustc J 968]. 


12. The stock option plan was to let the 
optionee keep his traditional interest in the 
company if it was possible for him to do 
so; to protect his proprietary position and 
to increase his proprietary interest. Clarence 
L. Landen, supra; Delbert B. Geeseman, supra. 


13. Normally a purchase of property, even 
at a “bargain price”, does not result in 
the realization of income. Clarence L. Landen, 
supra; Burnet v. Logan, 283 U. S. 404 (1931) 
[2 ustc § 736]; Omaha National Bank v. 
Commissioner, supra; Delbert B. Geeseman, 
supra. 


14. It can still be a “bargain purchase” 
if a differential existed even on the date 
when the option was exercised. Delbert B. 
Geeseman, supra. 


15. A bargain purchase may be by reason 
of the optionee’s ability and shrewdness as 
a buyer, or by reason of other influences 
or forces enabling him to make a bargain 
purchase. Delbert B. Geeseman, supra. 


wf 16. In order to be able to exercise the 
stock option it was not necessary that the 
employee continue in the employment of 
the corporation. Gordon M. Evans, 38 BTA 
1406 (1938) [CCH Dec. 10,538]; Delbert B. 


Geeseman, supra. 


es 17. The terms and conditions of his 
employment and the compensation he was 
receiving were not changed by the receipt 
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of the privilege of purchasing the stock 
Gordon M. Evans, supra; Delbert B. Gees. 
man, supra. 


18. Option price at one time was highe 
than market price. Gordon M. Evans, supra. 


19. Management without investment in 
the company was considered a mistake by 
the Board of Directors. Charles E. Adams, 





by soe 

20. The stock option plan was only an 
incentive to make the stock worth more. 
Irving D. Rossheim v. Commissioner, supra. 


21. Optionee at the time of exercising 
the option must satisfy the executive com- 
mittee that it is being exercised for the 
purpose of holding the stock and not for 
immediate resale. Charles E. Adams, supra 


22. Optionee at time of exercising must 
satisfy the executive committee that it is 
a prudent exercise and that he is not going 
into debt as a result of the exercise. Charles 
E. Adams, supra. 





23. It is still considered a bargain pur- 
chase even if the corporation had only a 
partial right to cancel the plan at any time. 
Charles E. Adams, supra. 


24. The mere fact of an employer- 
employee relation does not cause the grant- 
ing of the option to be considered as addi- 
tional compensation for services rendered. 
Charles E. Adams, supra; Omaha National 
Bank v. Commissioner, supra. 


25. The mere fact that the company bene- 
fited by making the.employee interested in 
the welfare of the company is not enough to 
make the differential additional compensa- 
tion to the optionee-employee. Charlies E. 
Adams, supra; Gordon M. Evans, supra; Del- 
bert B. Geeseman, supra; Irving D. Rossheim 

Commission, supra. 


v 

J 6, The mere incentive to employee to 
render loyal support is not enough to make 
it additional compensation. Charles E. 
Adams, supra. 


27. When option price was higher than 
market price at the time the option was 
granted but a definite contract of sale had 
been entered into, then such a contract is 4 
khargain purchase agreement. Herbert H. 
Springford, 41 BTA 1001 (1940) [CCH Dec. 
11,083]. 

28. Restriction on resale is more likely 
to cause the contract to be considered as a 
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29. The stock option is more likely to be 
considered a “bargain purchase” plan if 
there is a definite obligation to purchase the 


Philip W. Haberman, 


Bstock. Albert Russel Erskine, supra. 


30. If the option contract, as a whole, 


represents a sale under a general corporate 


plan enabling certain officers to make “bar- 


‘gain purchases” of stock and the option 


contract is not viewed as part of an employ- 


iBment contract, then exercise is part of a 


Jebargain purchase. 
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Albert Russel Erskine, 


supra. 


Miscellaneous Options 


Other types of options that might be 
suggested which may not cause additional 
(In all 
these cases it is assumed that no differential 
existed when the option was granted.) 


1. Optionee loans the corporation money 
and in repayment the optionee can take 
either a certain number of shares or money. 


2. Optionee sells property to the cor- 
poration and in repayment the optionee has 
the right to take either money or a certain 
number of shares of stock. 


3. Optionee gives the corporation $1,000 
in consideration of the option contract. The 
purpose for exercising the option would be 
merely to make a profitable investment. 
Irving D. Rossheim v. Commissioner, supra. 


As a summary, the Supreme Court held in 
the Smith case that the employee may be 
taxed upon the exercise of the option even 
though the option had no value at the time 
it was granted. The Court held that when 
the option price was less than the market 
price at the time the option was exercised, 
and when the purpose of the option was to 
grant additional compensation, then this dif- 
ferential would be included in the employee’s 
gross income in the year of the option’s 
exercise and receipt of the stock. 


The Supreme Court had no problem in 
determining the purpose for the option as 
the parties in their option agreement stated 
that it was “as a reward for services ren- 
dered .’ But in other stock option 
agreements it has been difficult to deter- 
mine the purpose of the option. In making 
such a determination, it was shown what 
factors influenced the courts in their deter- 
mining whether the purpose of the option 
was to give additional compensation or 
whether it was to enter into a bargain pur- 
chase arrangement. 


By noticing what factors influence the 
courts, the parties to future option agree- 
ments are able to make the proper provi- 
sions in their contract so as to have the 
type of an agreement which will be inter- 
preted as the parties intend. 


[The End] 


12 John H. Smith, see footnote 4. 


No Bargain Package 


“Much postwar planning contemplates lower budgets and lower taxes. 


But 


greatly reduced taxes and a balanced budget do not come in the same package. 
. . It would be little short of madness to impose taxes blindly in the postwar 


period without regard to their social and economic consequences. . 


We 


shall want to levy some taxes primarily for social and economic reasons and only 
incidentally for their revenue effects.”—Randolph Paul, before a dinner meeting 
of the New York University Tax Study Group on April 30. 


Stock Options 

















STATE TAX 


ALABAMA 
July 1—— 
Automobile dealers’ reports due. 





July 10 
Alcoholic beverage distributors’, retailers’ 
and wholesalers’ reports due. 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use tax and reports due. 


Tobacco wholesalers’ and jobbers’ reports 
due. 


July 15 
Carriers’, warehouses’ and transporters’ 
gasoline tax reports due. 





Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 

Motor carriers’ mileage tax and reports 
due. 


July 20—— 
Automobile dealers’ reports due. 


Carbonic acid gas reports and payment 
due. 


Coal and iron ore mining tax and reports 
due. 


Gasoline tax and reports due. 
Lubricating oils tax and reports due. 
Motor fuel tax and reports due. 


Sales tax and reports (including small tax- 
payers’) due. 


Use tax and reports due. 


ARIZONA 
July 5—— 


Alcoholic beverage licensees’ reports due. 


July 10—— 
Luxury excise tax reports and remittances 
of wholesale liquor dealers due. 


July 15—— 


Gross income tax reports‘and payments 
due. 


Motor carriers’ tax and reports due. 
Use fuel tax and reports due. 


July 25 
Gasoline tax and reports due. 





Motor fuel carriers’ reports due. 
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CALENDARS 


ARKANSAS 
July 1 
Alcoholic beverage permit fees due. 





Cigarette dealers renew permits. 

Public utility gross earnings reports an 
remainder of fee due. 

July 10—— 

Alcoholic beverage reports and taxes duel 

Motor fuel carriers’ reports due. / 

Natural resources severance tax and re 
ports due. 

Statement of purchases of natural re 
sources due. 























July 15 
Wine manufacturers’ reports and taxe: 

due. 

July—Third Monday July 5- 
Property tax installment due. | Mot 

July 202—— July 1 
Gross receipts tax and reports due. | Mot 
Use fuel tax and reports due. | “ 

de 

July 25 
Motor fuel tax and reports due. oo : 

Sale 

Use 
CALIFORNIA 

uly 1 

July 1 Coa 
Beer and wine reports and tax due. Cos 
Common carriers’ distilled spirits report _ 

and tax due. 
Gasoline tax due. uly 2 
Surplus line brokers’ premiums tax due. Coa 
Taxes due from public utilities transmit Gas 
ting money. uly ; 

July—First Monday Pro 
Oil and gas production tax due. 

July 15 ei 
Distilled spirits tax and reports due. 4 | 
Gasoline tax reports due. 
Railroad Commission fees due. July 
Sales tax and reports due. Cig 
Use fuel tax and reports due. July 
Use tax and reports due. Cal 

July 20—— 


Motor carriers’ gross receipts tax due. 
a 





State 






orts an 


xes due 
and re 


ural re 


id taxes 


COLORADO 
July 5—— 
| Motor carriers’ taxes due. 
July 102—— 
e. | Motor carriers’ reports due. 
| Wholesalers’ alcoholic beverage reports 
| due. 
July 14— 


Sales tax and reports due. 
Use tax and reports due. 
uly 15 
Coal mine owners’ reports due. 

Coal tonnage tax and reports due. 
Income tax (second installment) due. 
uly 25—— 

Coal tonnage royalty tax due. 





ue. 


} report 


ix due. 
ransmit4 Gasoline tax and reports due. 
uly 31 


Property tax (second installment) due. 





CONNECTICUT 
July 1 


Gasoline tax due. 
July 10—— 

Cigarette distributors’ reports due. 
July 15—— 


Cable, car, express, telegraph, telephone, 
electric, gas, power and water compa- 
nies’ taxes due. 


Gasoline tax reports due. 
State Tax Calendar 





c due. 


flagazine 





‘sly 20—— 
Alcoholic beverage tax and reports due. 


DELAWARE 
July 1 
Express company taxes due. 
Railroad tax (installment) due. 
Telephone and telegraph taxes due. 
Wilmington property taxes due. 





July 10—— 
Bank share reports due. 


July 15—— 
Filling stations’ gasoline tax reports due. 


Importers’ and manufacturers’ alcoholic 
beverage reports due. 


Resident wholesale dealers’ cigarette tax 
reports due. 





July 31 
Carriers’ gasoline reports due. 


Distributors’ gasoline taxes and reports 
due. 


DISTRICT OF COLUMBIA 


July 10—— 
Alcoholic beverage reports due from li- 


censed manufacturers, wholesalers and 
retailers. 


Beer reports due from licensed manufac- 
turers and wholesalers. 


July 15—— 
Beer tax due. 


July 25—— 
Gasoline tax and reports due. 





July 31 


Last day to make personal property re- 
turns. 


FLORIDA 

July 1 

Chain store license and inventory tax due. 
Franchise tax and reports due. 





July 10—— 
Manufacturers’ and distributors’ alcoholic 
beverage reports and payments due. 
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July 15—— 


Gasoline sales and use taxes and storage 
reports and payments due. 

Transporters’ and carriers’ alcoholic bev- 
erage reports due. 











July 31 

Motor transportation companies’ taxes 

and reports due. 
GEORGIA 

July 10—— 

Cigar and cigarette tax returns due. 
July 15 

Malt beverage tax reports due. 
July 20—— 

Gasoline tax and reports due. 

IDAHO 

July 1 

Franchise license tax and statements due. 
July 10—— 


Beer dealers’ reports due. 


July—Second Monday 


Railroad, transmission line, telephone and 
telegraph companies’ property tax reports 
due. 


July 15 
Electric power company taxes and reports 
due. 
Gasoline tax and reports due. 
Motor carriers’ gross receipts tax (quar- 
terly installment) due. 








ILLINOIS 





july 1 
Corporation franchise tax due. 
Insurance premiums tax due. 
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July 10—— 
Motor carriers’ mileage tax due. 
July 15—— 


Alcoholic beverage reports due. 
Cigarette tax returns due. 

Public utility tax and reports due. 
Sales tax and reports due. 


July 20—— 

Gasoline tax and reports due. 
July 30—— 

Transporters’ gasoline tax reports due. 
july 31 
Last day to pay franchise tax. 


Carrie 
Compr 


Motor 
repo 












INDIANA 








july 1 
Motof carriers’ registration fees due. 
Navigation company property tax and re- 


























turns due. 
July 15 Amus 
Fuel use tax payment and reports due. Pt 
igar 
July 20 ; ; Refin 
Bank and trust company intangibles taf por 
due. 





Bank share tax due. 
Building and loan association intangibles 
tax and returns due. 










July 25—— Mote 

Gasoline tax and reports due. tax 

Pass. 

July 30— Publ 

Last day to file corporation reports. po 
July 31 











Gross income tax and reports due. 











IOWA 








July 1 
Chain store license tax due. 
First day to file corporation reports. 













Motor carriers’ compensation tax install- Deal 
ment due. 7 
Stock transfer reports due. 
july 10—— 
Beer tax and reports due from class A July 1. 
permittees. 








Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 


july 20—— 
Gasoline tax and reports due. 


Sales tax and reports due. 
Use tax and reports due. 












































KANSAS 
july 10—— 


Malt beverage tax and reports due. 


Carriers’ gasoline tax reports due. 
Compensating tax and reports due. 


Motor carriers’ gross ton mileage tax and 
reports due. 


Sales tax and reports due. 
Special fuel use tax and reports due. 


Gasoline tax and reports due. 


KENTUCKY 
uly 1 


Fees for maintenance of public service 
commission due. 
uly 10—— 


Amusement and entertainment tax and 
reports due. 


Cigarette tax reports due. 

Refiners’ and importers’ gasoline tax re- 
ports due. 

uly 15—— 

Alcoholic beverage reports due. 

Income tax (second installment) due. 


Motor vehicle fuel (other than gasoline) 
tax and reports due. 


Passenger carriers’ mileage tax due. 

Public utility gross receipts tax and re- 
ports due. 

uly 20—— 

Oil production tax and reports due. 


uly 21 
Banks’ reports of deposits due. 


uly 31 


Dealers’ and transporters’ gasoline tax 
and reports due. 


LOUISIANA 
July 1—— 


Tobacco wholesalers’ reports due. 


July 10—— 
Importers’ alcoholic beverage reports due. 
Importers’ gasoline tax and reports due. 
Importers’ kerosene tax and reports due. 
Importers’ lubricating oils reports due. 


Carriers’ alcoholic beverage reports due. 

Carriers’ gasoline reports due. 

Carriers’ kerosene reports due. 

Carriers’ lubricating oils reports due. 

Intoxicating liquor manufacturers’ 
dealers’ reports due. 

Tobacco wholesalers’ and retailers’ re- 
ports due. 


and 


July 20—— 


Alcoholic beverage reports and tax due. 
Dealers’ gasoline tax and reports due. 
Dealers’ kerosene tax and reports due. 
Fuel use tax and reports due. 


Lubricating oils tax due; dealers’ reports 
due. 


New Orleans sales and use tax and re- 
ports due. 


Petroleum solvents reports due. 


State sales and use tax returns and pay- 
ments due. 


july 31 


Gas-gathering tax and reports due. 


Natural resources severance tax and re- 
ports due. 


New Orleans property tax (installment) 
due. 


Public utility and pipe line tax and reports 
due. 


MAINE 
July 1—— 


Bank share tax due. 
July 10—— 


Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 


July 15—— 
Use fuel tax and reports due. 


July 31 
Gasoline tax and reports due. 




















July 15 


Sales tax and reports due. ly 1— 























































Use tax and reports due. Movit 
July 20—— sis 
Distributors’ gasoline tax and reports dudfuly 15- 
Brew 
MINNESOTA rep 
July 10—— Elect 
Brewers’, manufacturers’ and wholesalers§ Gasol 
alcoholic beverage reports due. Moto 
July 15—— Mote 
MARYLAND Interstate motor carriers’ mileage tax du du 
July 10— uly 20 
Admissions tax due. July 2 : Crud 
Distributors’ gasoline tax and reports due ‘f 
July 15—— Special use fuel tax and reports due. ae 
Income tax (second installment) due. 
July 30 MISSISSIPPI 
Motor fuel reports due from purchasers July 5 
in cargo lots. Factory reports due. 
July 31 July 10— 
Beer tax and reports due. Admissions tax and reports due. 
Gasoline tax and reports due. July 15 


MASSACHUSETTS 

July 1 
Last day 
miums 
Property 
July 10—— 
Alcoholic beverage excise taxes and re- 


ports due. 
Meals excise tax and reports due. 





to pay insurance company pre- 
ax. 
tax (first installment) due. 


a 





July 15—— 
Cigarette distributors’ taxes and reports 
due. 
Cold storage warehouse reports due. 
July 31 


Motor fuel tax and reports due. 


MICHIGAN 


July 1—— 
First day to pay corporation privilege fees 
and make reports. 
Gas and oil severance taxes and reports 
due. 
July 5—— 
Carriers’ gasoline tax reports due. 
July 10 


Common and contract carriers’ fees and 
reports due. 
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Franchise tax and reports due. 

Gasoline tax and reports due. 

Retailers’, wholesalers’ and distributors’ 
light wine and beer reports due. 

Sales tax and reports due. 

Timber severance tax and reports due. 

Tobacco manufacturers’, distributors’ an 
wholesalers’ reports due. 

Use tax and reports due. 


July 25—— 
Oil severance tax report and payment due. 
July 31 
Factories’ annual reports due. 





MISSOURI 
july 5 


due. 


July 10— 

Oil inspection reports and fees due. 
July 15—— 

Alcoholic beverage reports due. 

Retail sales tax and reports due. 
July 25—— 

Use fuel tax and reports due. 
July 31 


Gasoline tax reports and payment due. 
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MONTANA 
ly 1 
Moving picture theatre licenses issued and 
tax due. 
orts du uly 15. 


Brewers’ and beer wholesalers’ tax and 
reports due. 


Electric company taxes and reports due. 
Gasoline tax and reports due. 

Motor carriers’ additional fees due. 

Motor carriers’ annual reports and fees 


olesalers 


Crude petroleum producers’, dealers’, re- 
finers’ and transporters’ reports due. 

uly 25——— 

Pipe line companies’ reports due. 


July 30-—— 
Carbon black producers’ semi-annual re- 
ports and license tax due. 
Coal mine operators’ and retail dealers’ 
tax and reports due. 
Oil producers’ license tax and reports due. 


Telegraph and natural gas companies’ 
taxes and reports due. 


NEBRASKA 


s due. uly 1 


ion? ail Occupational tax and reports due from do- 
sna mestic and foreign corporations. 


Personal property taxes (second install- 
ment) due. 
July 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 
Gasoline tax and reports due. 
Imitation butter tax and reports due. 


ent due, 
and 


NEVADA 
reports {July 1 


Corporation reports due. 
Petroleum products reports due. 


July—First Monday—— 


Electric light, heat, and power, gas, street 
railway, telegraph, telephone and water 
companies’ taxes due. 


July—Ten Days after First Monday: 


Toll roads’ and bridges’ quarterly tax and 
reports due. 


July 15—— 


Carriers’ gasoline tax reports due. 


agazin€e | state Tax Calendar 


July—Second Monday 
Last day to make property tax returns. 
July 25—— 
Dealers’ gasoline tax and reports due. 
Fuel users’ tax and reports due. 
July 31 
Mines’ net proceeds reports due. 


NEW HAMPSHIRE 
July 1 
Public utility reports due. 
July 10—— 


Manufacturers’, wholesalers’ and permit- 
tees’ alcoholic beverage reports due; 
permittees’ payments due. 


July 15 
Use fuel reports and tax due. 


July 31 
Carriers’ reports of motor fuel deliveries 
due. 


Motor fuel distributors’ reports and taxes 
due. 


NEW JERSEY 
July 10—— 


Excise tax and reports due from busses in 
interstate commerce. 

Gross receipts tax and reports due from 
busses and jitneys in municipalities. 

July 15 

Alcoholic beverage reports and taxes due 
from manufacturers, distributors, trans- 
porters, warehousemen and importers. 

July 20—— 

Alcoholic beverage retail consumption and 
distribution licensees’ reports and taxes 
due. 

july 30—— 
Carriers’ gasoline tax reports due. 
July 31 
Distributors’ gasoline tax and reports due. 
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NEW MEXICO 
July 15 
Income tax due. 
Occupational gross income tax and re- 
ports due. 
Oil and gas conservation tax reports due. 
Severance tax and reports due. 


July 20—— 
Electric, gas, water, and steam companies’ 
inspection fees due. 
Motor carriers’ taxes and reports due. 
Pipe line operators’ license tax due. 


July 25—— 

Gasoline tax and reports due. 

Use or compensating tax and reports due. 
July 30—— 


Oil and gas production tax net value re- 
ports due. 





NEW YORK 





July 1 
Last day to pay village property taxes 
(with certain exceptions). 


July 15—— 
Last day for payment of second quarter 
of personal income tax. 
New York City occupation tax and re- 
turns due. 


July 20—— 
Alcoholic beverage tax and reports due. 
New York City retail sales tax and re- 
turns due. 
New York City use tax and returns due. 


July 25—— 
New York City conduit company tax and 
reports due. 
New York City public utility excise tax 
and returns due. 
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July 31—— 
Gasoline tax and reports due. 


ly 20— 
Bank sl 
Dealers 
Intercou 


NORTH CAROLINA 
July 10—— 


ers, % 
Carriers’ gasoline tax reports due. due. 
Railroads’ alcoholic beverage tax and r 
ports due. uly 30— 
Unfortified wine additional tax and re Carrier 
ports due. 
uly 31— 
July 15—— Gasolit 
Sales tax and reports due. Sales t 


Spirituous liquor tax due. 
Use tax and returns due. 


July 20—— 
Distributors’ gasoline tax and reports du 
Franchise bus carriers’ and haulers’ taxe: 
and reports due. 


July 31 
Electric light, power, street railway, gas 
water, sewerage and telephone compa 
nies’ tax and reports due. 
Franchise tax and reports due. 
Lightning rod dealers’ and manufacturers 
tax and reports due. 

















NORTH DAKOTA 





July 1 
Cigarette tax reports due. 










First day for filing domestic corporatiog dye 
reports and paying fees. a 
Railroad property tax reports due. Cicat 





July 15—— 
Beer tax and reports due. 
Gasoline tax reports and payment due. 
Interstate motor carriers’ tax due. 
July 20—— 
Sales tax and reports due. 
Use tax and reports due. 


July 25—— 
Use fuel tax due. 













OHIO 





July 10—— 
Admissions tax and reports due. 
Alcoholic beverage reports due from class 
A and B permittees. 
Wholesale cigarette dealers’ reports due. 


July 15—— 
Cigarette use tax and reports due. 
Franchise tax due. 
Private motor carriers’ tax due. 
Public motor carriers’ tax due. 
Use tax and reports due. 


















ly 20-—— 
Bank share taxes due. 
Dealers’ gasoline tax reports due. 


Intercounty corporations’, intangibles deal- 
ers’, and public utilities’ intangibles tax 


uly 31 
Gasoline tax due. 
Sales tax and reports due. 


OKLAHOMA 


First day to file affidavit of capital stock 
of foreign corporations. 


First day to file corporation license tax 
reports. 


Oil, gas and mineral gross production tax 
and reports due. 


Petroleum excise tax and reports due. 


ly S—— 

Operators’ reports on mines other than 
coal due. 

uly 10—— 


Airports’ gross receipts tax and reports 
due. 


Alcoholic beverage tax and reports due. 
Cigarette and tobacco reports due. 


Gasoline tax and‘reports due. 
Sales tax and reports due. 


Coal mine operators’ reports due. 
Gasoline distributors’ tax and reports due. 
Use fuel oil tax and reports due. 

Use tax reports and payment due. 


uly 30-— 
Cotton manufacturers’ tax and reports due. 


Information report on oil and natural gas 
due. 


OREGON 
uly 1 
Corporation license tax reports due. 
wy 10—— 
Oil production tax and reports due. 
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July 15—— 
First day to pay corporation license tax. 


Second quarter installment of personal 
income tax due. 


july 20—— 
Alcoholic beverage tax and reports due. 


Motor carriers’ tax and reports due. 
Use fuel tax and reports due. 


July 25 
Gasoline tax and reports due. 


PENNSYLVANIA 
July 1 
Property taxes delinquent (in cities not 
specifically mentioned in law). 


July 10—— 
Malt beverage tax reports due. 
Spirituous and vinous liquor importers’ 
reports due. 


July 15 
Employers’ returns due on tax withheld 
at source under Philadelphia income tax. 
Manufacturers’ alcoholic beverage tax and 
reports due. 


July 31 
Gasoline tax and reports due. 
Philadelphia personal property tax due. 


RHODE ISLAND 
july 1 
Annual franchise tax on domestic corpo- 
rations due. 
Corporate excess tax due. 


July 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 


July 15—— 
Annual franchise tax on domestic corpo- 
rations delinquent. 
Corporate excess tax delinquent. 
Gasoline tax and reports due. 


SOUTH CAROLINA 
July 1—— 


Motor carriers’ tax installment due. 


July 10—— 
Admissions and soft drinks tax and re- 
ports due. 
Beer and wine wholesalers’ reports due. 
Last day to make power tax return and 
pay tax. 
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July 20—— 
Gasoline tax and reports due. 


Special use fuel tax and reports due. 


July 30—— 
Semi-annual installment and report of in- 
surance company premiums tax due. 


SOUTH DAKOTA 





July 1 
Passenger motor carriers’ tax due. 
July 10—— 


Interstate motor carriers’ taxes and 
ports due. 


July 15 
Alcoholic beverage sales reports due (tax 
due in 30 days). 


¥e- 





Carriers’ gasoline tax reports due (tax due 
in 30 days). 


Dealers’ gasoline tax reports due (tax due 
in 30 days). 

Motor carriers of property—compensation 
fees due. 

Sales tax reports and payment due. 

Use fuel tax and reports due. 

Use tax and reports due. 


July 30—— 


Mineral products severance tax and re- 
ports due. 


TENNESSEE 

July 1 

Corporations’ annual reports and fees due. 
Cottonseed oi] mill reports due. 





Excise (income) tax and returns due. 
Franchise tax and reports due. 


July 5—— 
Oil and volatile substance quarterly re- 
ports due. 
July 10—— 
Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. 
Last day to make alcoholic beverage re- 
ports. 
July 15—— 


Fuel users’ reports due. 


July 20— 


Distributors’ gasoline tax and reports due. 


Liquid carbonic acid gas tax due. 
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uly 25— 
Carrier 
Distrib 





July 31—— 


Last day to make insurance company pre 
miums tax returns and pay tax install 










ment. repo! 
uly 31— 
TEXAS Emplo 
July 1 








Luxury excise tax and reports due on ney 
radios, new cosmetics and playing cardguly 10- 






Motor carriers’ gross receipts tax and reg Alcohe 
turns due. Propet 
Public utility tax and reports due. due. 





Sulphur production it and reports du uly 15— 
[Textbook publishers’ tax and reports due 




















Electr 
repo 
July 15—— 
Oleomargarine dealers’ tax and _ report uly — 
due. Gasoli 
July 20 
Carriers’ motor fuel tax reports due. ly 10- 
Liquefied gas and liquid fuel use tax an peeks 
reports due. ne 
Motor fuel tax and reports due. uly 20- 
Carric 
July 2 Use f 
Admissions tax and reports due. 
; uly 31- 
Carbon black production tax and report Gasol 
aso 





due. 





Natural gas production tax and report 
due. 





ly 1— 
Corps 





Oil production tax and reports due. 





Theatre prize and award tax and report 




























































due. ail 

uly 10 

July 30— Brew 
Oil carriers’ and producers’ reports due. Wil 
july 15 

Auto 

UTAH po 

July 1 Butt 
Gasoline distributors’ and retailers’ licens@ Carr 
fees due. —_ 
Public utility fees due. Pub 
IO 

July 10— Sale 
Carriers’ reports of use fuel deliveries due Use 








Liquor licensees’ reports due. 











July 15—— 
Sales tax and returns due. 
Use fuel tax and reports due. 
Use tax and returns due. 
































uly 25 

Carriers’ reports of gasoline deliveries due. 

Distributors’ and dealers’ gasoline tax and 
reports due, 

uly 31 

Employers’ reports due. 























VERMONT 


on ney 
¢ cardg 





uly 10 
Alcoholic beverage tax and reports due. 





and re 


Property taxes payable in installments 
due. 
























VIRGINIA 

uly 10—— 

Beer dealers’, bottlers’ and manufacturers’ 
tax reports due. 


uly 20—— 
Carriers’ gasoline tax reports due. 
Use fuel tax and reports due. 








WASHINGTON 
uly 1—— 


Corpc ration (domestic and foreign) license 
tar and reports due. 

uly 10—— 

Brewers’, distillers’, manufacturers’ and 
Wineries’ reports due. 

july 15—— 

Auto transportation company tax and re- 
ports due, 

Butter substitutes tax and reports due. 

Carriers’ gasoline tax reports due. 








ts due. 

















;’ licens4 
Gross income tax and returns due. 


Public utility gross operating tax and re- 
ports due. 


Sales tax and reports due. 
Use tax and reports due. 


WEST VIRGINIA 
July 1 


Beer dealers’ annual license fees due. 





Domestic corporation license tax and re- 
ports due. 


Motog vehicle and carrier registration and 
fees due. 


Public utilities’ privilege tax additional 
fees due. 

July 10—— 

Alcoholic beverage tax and reports due. 
July 15—— 

Sales tax and reports due. 
July 30—— 

Beer dealers’ annual reports due. 


Gasoline tax and reports due. 


Occupational gross income quarterly tax 
reports and payment due. 


WISCONSIN 





July 1 
Beer tax reports due. 
Motor carriers’ flat tax due. 
Motor truck registration and fees due. 


July 10—— 
Alcoholic beverage tax reports due. 
Oleomargarine tax and reports due. 
Tobacco products tax due. 


July 20—— 


Gasoline and diesel fuel tax and reports 
due. 





July 31 
Privilege dividends tax due. 
Second installment of property taxes due. 








WYOMING 
July 1 
License (franchise) tax and reports due. 
July 10 
Carriers’ gasoline tax reports due. 
July 15—— 


Dealers’ gasoline tax reports due. 

Sales tax and reports due. 

Use fuel tax and reports due. 

Wholesalers’ gasoline tax and reports due. 


July 20—— 
Motor carriers’ tax and reports due. 
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July 15 
Corporation income tax and excess profits 


tax returns due for fiscal year ended 
April 30. Forms 1120 and 1121. 


Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended April 30. Forms 1040, 
1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended January 31, with interest at 
6% from April 15 on first installment. 
Form 1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended January 31. Forms 
1040B, 1040NB, 1040NB-a, 1120NB, 

Fiduciary income tax return due for fiscal 
year ended April 30. Form 1041. 


Foreign partnership return of income due 
by general extension for fiscal year ended 
January 31. Form 1065. 

Individual income tax return due for fiscal 
year ended April 30. Form 1040. 


Individual income tax returns due by gen- 
eral extension for fiscal year ended Jan- 
uary 31, in case of American citizens 
abroad. Form 1040. 


Last quarterly income-excess profits tax 
payment due for fiscal year ended July 
31, 1941. Forms 1040, 1041, 1120, 1120H, 
1120L, 1121. 


Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended April 30, 1941. Forms 1040B, 
1040NB, 1040NB-a, 1120NB. 


Life insurance company income tax re- 
turns due for fiscal year ended April 30. 
Form 1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for June. Form 
957. 

Nonresident alien individual income tax 
return due for fiscal year ended January 
31. Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended January 31. Forms 

1040NB, 1040NB-a. 
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Nonresident foreign corporation incon 
tax return due for fiscal year ended Jay 
uary 31. Form 1120NB. 

Partnership return of income due for fisc; 
year ended April 30. Form 1065. 

Resident foreign corporations and domes 
tic corporations with business and book 
abroad or principal income from U. § 
possessions—returns due for fiscal yeat 
ended January 31, by general extension 
Forms 1120 and 1121. 

Second quarterly income-excess profits ta 
payment due for fiscal year ended Jan 
uary 31. Forms 1040, 1041, 1120, 1120H 
1120L, 1121. 

Second quarterly income tax payment duq 
on returns of nonresidents for fiscal yeat 
ended October 31. Forms 1040B, 1120H 
1120L, 1120NB. 

Stockbrokers’ monthly return of stamp ac 
count due for June. Form 838. 

Third quarterly income-excess profits tay 
payment due for fiscal year ended Oc 
tober 31. Forms 1040, 1041, 1120, 1120 
1120L, 1121. 


July 20—— 
Monthly information return of ownershij 
certificates and income tax to be pail 


at source on bonds due for June. Form 
1012. 


July 31 
Admissions, dues and safety deposit bos 
rentals tax due for June. Form 729. 
Excise taxes on electrical energy, tele 
graph and telephone facilities, trans 
portation of oil by pipe line, and passenge 
transportation due for June. Form 727 

Excise taxes on lubricating oils, matches 
and gasoline due for June. Form 726. 

Excise taxes on sales due for June. For 
728. 

Processing taxes on oils due for June. 
Form 932. 

Retail dealers’ excise tax and returns du¢ 
for June on jewelry, etc., furs and toilet 
preparations. Form 728a. 

Sugar (manufactured) tax due for June. 
Form 1 (sugar). 

Tax on bowling alleys, billiard and pool 
rooms and coin-operated amusement and 
gaming devices due for June, if liability 
incurred. Form 11B. 
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LETTERS TO THE EDITOR 


War a “Normal” Event 


Sir: I hope that tax practitioners will 
strongly urge the position stated by Mr. 
Hughes [“G. C. M. 24013—Built on Fallacy!”, 
May TAxeEs], which I believe to be abso- 
lutely sound and in accordance with the 
Congressional intent. The answer to the 
Government’s position in regard to war be- 
ing an abnormal event might be answered 
by pointing out that “normal” refers to 
actual experience and not wishful thinking. 
Great conflagrations destroying entire cities 
are abnormal events. It is likewise abnormal 
ior any owner to suffer a fire loss, but it 
certainly is normal to have fires in any city, 
and it is normal to have well-equipped fire 
departments. It is equally true that it is 
normal to have wars and threats of wars 
at relatively short intervals, and entirely 
normal to prepare for war. The period of 


blind pacifism during which an abnormal 
state of unpreparedness came to exist in this 
country certainly cannot be considered a 
normal condition. 

PAu D. SEGHERS 
New York, N.Y. 


New Format of TAXES 


Str: I have found the transition from the 
lengthy articles formerly published in the 
magazine TAXxEs to the shorter and more 
concise article of real assistance in keeping 
us abreast of the latest tax developments 
and thinking. We hope your efforts in this 
direction will be complete. The smaller size 
of the magazine makes it much more con- 
venient and facilitates its use as a reference. 


E. C. JorDAN 
Green Bay, Wis. 
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The Trial of The Tax Court... 
by Hugh C. Bickford 


New Jersey’s “Massachusetts Formula” 
. . » by Edward Roesken 


The Shadow of McDonald ... 
by Leo A. Diamo id 


